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DAVID KNOPPING, 
Treasurer of Super one 
Market Distributors, Inc computations are 


“Our ational System 
saves us ‘41000a 


THREE NATIONAL ACCOUNTING 


performed with 


“We've had 12 National Accounting Machines in operation for 
over two years,” writes David Knopping, treasurer of Super 
Market Distributors, Inc., “And they've been a tremendous 
help in all phases of our operation; because they save us time, 
money, and the embarrassment of making costly errors in 
payroll, accounts receivable and client billing. 

“It's important to mention, too, that with installation of a 
National Accounting System, we now can have an accurate anal- 
ysis of sales within a short time. We know quickly which de- 
partments are profitable and which are not. Of course, having 
such valuable information at our fingertips allows us to concen- 
trate our sales effort in the right places. ..and with greater profit. 

“I’m pleased to report that even with 
all this valuable accounting service that 
we get from our National Accounting 
System the cost is much less than 
before. In fact our National System 
saves us $41,000 a year... returns 67% 
annually on our investment!” 
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THE NATIONAL CASH REGISTER COMPANY, Dayton 9, Ohio 


1039 OFFICES IN 121 COUNTRIES © HELPING BUSINESS SAVE MONEY 











VERSATILITY AND ECONOMY of 
tion are keynotes to an accounting de- 
partment equipped with a National System. 


speed our customer's billing because extensions and 
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returns 67% annually on our investment!”’ 


—Super Market Distributors, Inc., Boston, Mass. 


Your business, too, can benefit from 
the time- and money-saving feotures 
of a Notional System. Nationals pay 
for themselves quickly through sav 
ings, then continue to return a regu 
lar yeorly profit. For complete 
information, call your nearby National 
representative today. He's listed in 


the yellow pages of your om 


phone book 
"TRADE MARK REG. U.S. PAT. OFF, 
Walional 
ACCOUNTING MACHINES 
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DEPENDABLE 


Banks are strong symbols of 
dependability. “Safe as money 
in the bank” and other similar 
expressions attest this. Banks, in 
turn, require that their check 
paper possess qualities of safe- 
ty, performance and depend- 
ability . . . all reasons La Monte 
Safety Paper is the first choice 
in check paper for the majority 
of America’s leading banks. 


Ask your lithographer to show you 
samples ...or we will gladly send 
them direct. 


GEORGE LA MONTE & SON 


NUTLEY 10, NEW JERSEY 
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THE PRESIDENT’S PAGE 


f bane internal auditor of twenty or more years ago was primarily con 
cerned with the protection of his company’s assets and the detection 
of fraud. While this type of work still merits attention, modern systenis 
of internal control make it unnecessary for the internal auditor to spend 
so much time with the protective aspects of his business. As guardian oi his 
company s assets, he may receive recognition if he discovers misappropria 
tions or fraud, but in so doing, he is the harbinger of bad news, something 
his management must know about, but, nevertheless, something unpleasant 


Certainly performing constructive work is far more likely to secure man 


agement acceptance and enhance his stature in the company 

While the financial and accounting areas of your business provide oppot 
tunities for constructive work, I believe that the real opportunities lie in 
the operational areas. Systems of control generally have not been as well 
developed in those areas as they have in the accounting and financial areas 
\lso, the management reports prepared in operational areas generally ar 
not based on checks and balances, as you are accustomed to find in financial 
departments. If you make examinations of the data upon which such reports 
are based, you can determine whether or not they are based on sound pro 
cedures and present reliable information in a timely fashior 

If you are anxious to impress your management with suggestions for 
cost savings, the operating departments are the areas which should receive 
a lot of attention. All of such operating departments require control sys 


tems of one sort or another, and the internal auditor certainly should be a 
expert in the field of controls. If the controls are not sound or if you find 
good controls but find that prescribed procedures are not followed, your 
findings may save your company considerable money. If the reports ar 
very inaccurate or untimely, your management may make costly mistakes 
if it relies upon them. So for the internal auditor, the land of opportunity 
he operating area of his business. If you have not done so, I urge you 
to extend your work and reap the benefits by fo 


year, “\Widening Our Horizons.” 














AUTHORS AND ARTICLES 


E. F. RATLIFF 


The question has been raised at times whether internal auditing has 
reached the status of a profession. In “The Professional Status of Internal 
Auditing” Mr. Ratliff examines the requisites of a profession and the con- 
cepts, philosophies, and developments of internal auditing in relation to 
such requisites. 

The role of Tue INstiTUTE or INTERNAL AvpiTors in the progress of 
the field of internal auditing is examined in some detail. Particular atten- 
tion is paid to contributions in the areas of education and research and in 
setting up standards for internal auditors, as in the Statement of Responsi- 
bilities of the Internal Auditor. 

Eugene F. Ratliff, a past president of Tue Institute, is well qualified 
to write on this subject. He is at present controller of Eli Lilly and Com- 
pany, with which he has been associated, first as an internal auditor, since 
1947. He is a Certified Public Accountant in Indiana and a graduate of the 
University of Florida. Besides his membership in Tue Institute Mr. 
Ratliff is a member of the American Institute of CPAs, the American Ac- 
counting Association, the National Association of Accountants, and the 
Indiana Association of CPAs. 


H. P. BARKER 


In the words of the author, “ ‘Can Devolution of Management Control 
Be Overdone?’ is a rhetorical question.” However, the tremendous growth 
in size of many businesses has caused a corresponding increase in manage- 
ment responsibilities. With this increase have come many problems of con 
trol. Mr. Barker discusses various aspects of these problems and examines 
reasons for and resulting dangers of passing control down to lower levels 

H. P. Barker is Chairman of Parkinson Cowan Limited and a member 
of the British Transport Commission. He has practiced as a consulting 
engineer and during World War II was in charge of the production of 
instruments for the Royal Air Force. Mr. Barker is a member of the British 
Institutions of Mechanical Engineers, Electrical Engineers, Gas Engineers, 
and Transport. 


R. C. MOFFITT 
A sympathetic understanding between the internal auditor and the ex- 


ecutive heading the function to be audited goes far to create effective achieve- 


ment. 








Authors and Articles 


“Procurement Auditing” describes the functions of purchasing depart 
ments, differences of procedure among these departments, and relations be 
tween purchasing and other departments. Standards of performance and 
evaluation in purchasing are discussed as a basis for detailed consideration 
of the internal auditor’s relationship to purchasing and means by which the 
auditor and purchasing department can be of assistance to each other. 

Ralph C. Moffitt, now Vice President-Purchasing of United States Steel 
Corporation, has held various positions in that company’s purchasing depart 
ment since his graduation from the University of California in 1940. He 
is a past director of the Purchasing Agents Association of Pittsburgh and 
is a member of the National Association of Purchasing Agents, the Ameri 
can Iron and Steel Institute, and the Association of Iron and Steel Engi 


neers. 


J. R. M. WILSON 


\ccounting 


vy an inexact science: conventions have to le adopted S( 


that the scope for inexactitude can be restricted. It is also a languags 
iccepted terminology must be adopted to provide uniformity of undet 
standing. 

The development of principles, conventions and terminology in Canada 


is discussed in detail in “Are There Accounti Principles.” Although the 


ng 


article covers only Canada. the problems are universal and the steps toward 


solution achieved there of interest everywhere 

J. R. M. Wilson is a partner in Clarkson, Gordon and Company, with 
which he has been associated since his graduation from the University of 
Toronto in 1929. He is a past president and council member of the Institute 
of Chartered Accountants of Ontario and an active member of the Canadian 
Institute of Chartered Accountants 


A. J. GREGORY 


Two important factors that contribute to the internal auditor's succes 
are his ability to get information and his effectiveness in convincing other 


that his recommendations are sound. Each involves his abilitv to maintan 


sound human relations 


In “The Internal Auditor—Friend or Foe?’ Mr. Gregory discusses 1 
some detail the traits needed by internal auditors and wavs in which audi 
tors can improve their relationships with those audited. Improved humat 


relations bring greater cooperation and better reports 
\lexander ]. Gregory is supervisor of the internal audit division of thi 
Wisconsin Electric Power Company, which he joined as a systems account 


ant in 1941. Mr. Gregory received both B.S nd M.A. degrees from the 
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University of Wisconsin. He is a past president of Milwaukee Chapter of 
Tue INSTITUTE OF INTERNAL AUDITORS and a member of THe INSTITUTE 


Research Committee. He is the author of numerous articles on auditing. 


BRADFORD CADMUS 


It is always interesting to look back to the beginnings of internal audit 
ing and note the steady progress that has been made in this field. “A Quarter 
Century of Internal Auditing” was written by the Managing Director of 
Tue INSTITUTE OF INTERNAL AupiTors for the 25th Anniversary issue of 
The Accounting Forum. 





























THE PROFESSIONAL STATUS 
OF INTERNAL AUDITING* 


By E. F. RATLIFF 


Controller, Eli Lilly and Company 


NTERNAL auditing is a function that is present in every business, 
‘egardless of size or complexity. It is to be found in any business be 
cause, in a basic sense, it is control. It is such a vital part of operating a 
lusiness that in smaller companies it is probably thought of as the normal 
protective measures exercised by the owner rather than as “Internal Audit 


ing. 


ss 
In the smaller business this control function is carried on in an informal 
way, usually by the owner or principal officer through his general super 
vision of operations in an over-all way. Here we find the owner watching 
for inefficiencies, guarding the cash, changing procedures that seem wasteful, 


and doing those things that tend to increase the profits of the business. 


As a business grows, so do the problems of control; as it becomes more 
difficult for one person through personal supervision to exercise all of th 
control aspects, the usual result is delegation of duties and responsibilities 
In time, the management of a large business will rest in many hands, sub 
ject only to the policies and general rules laid down by the chief executive 

Where an owner has found it necessary to delegate, he has surrendered 
some or most of the intimate degree of control that would be possible had 
he retained personal supervision over all activities. 

It is at the point of delegation that formal recognition of internal audit 


ing is likely to occur. That is why internal auditing is often referred to as 
“the eyes and ears of management.” It is that part of the control mechanism 
of a large company that helps management determine whether other con 
trols are adequate, and whether policies and procedures are being followed 
The establishment of internal auditing as a separate function is just giving 
recognition to the realization that there is enough to be gained by having 
the protective and constructive control work done by someone who can 
devote full time to the job and concentrate on the task of testing, developing, 


and reporting on the structure of business operations. 


In the earlier days, the companies who first recognized the internal audit 
ing job as a separate function used various titles. It later became common 
to use the designation of auditor. The choice of the title of auditor stems 


American Management 





* Delivered < 





10 The Internal Auditor 


probably from the fact that most of the work which the auditors carried 
on was primarily in relation to accounting work. Because much of their work 
was similar to that of professional outside auditors, the choice seemed a 
natural one. Subsequently it became a logical further step to distinguish 
between the two types, and to designate those employed by the company as 
“Internal Auditors.” 


These outside auditors—that is the certified public accountants—have 
been fully recognized for many years in the auditing field as a professional 
group. They have earned that distinction through the service they render, 
the code of ethics they follow, their rigid membership requirements, and 
their standards of performance. 


We are now to consider,the professional status of internal auditing. 
Where does internal auditing stand today on a professional level? What 
grounds exist for laying claim to professional status? What must be accom 
plished, and what conditions must be fulfilled before internal auditing can 
be recognized as a distinct service in the auditing field? 


In a desire to establish a common understanding, I began to search for 
a definition of the word profession. | found many words in the unabridged 
dictionary, but I did not find there a definition that seemed to me to be 
the essence of the term as we would be using it. I came to the conclusion 
that, for this purpose, the word profession could be better explained than 
defined. 


\ profession cannot be created any more than a child can be born a full 
grown man. The roots must be deep, and to become full grown it must pass 
through the periods of testing and consolidation that form a heritage of 
ethics and standards that enable the members to impose tests of competence 
It is a requisite that intellectual training be required, but there must also 
be a unique and specialized service rendered to society. A profession is 
underway when the practitioners build up an. association and, with the 
members, erect the machinery for establishing recognition of responsibilities, 


standards of performance, and sharing of informatior 


The word profession has had a connotation of long standing that indi- 
cates a group that is separate and definitive. There are, of course, many 
more recognized professions today than in the past centuries; and, in a 
world of specialization, with world-wide communication and, more impor 
tant, a desire for greater perfection, it seems likely that the trend to more 


recognized professions will continue 
To properly appraise the status of internal auditing in a professional 
light, let us review some of the developments within the field, and at the 


same time measure these developments against the elements of a profession. 


Professional Status of Internal Auditing 1] 


It would be perhaps a lengthy and debatable project if some attempt 
were made to create an exhaustive list of the elements required of a pro- 
fession. However, some elements are probably rather common as guiding 
lights in an examination of professional progress. 


ORGANIZED GROUP 


I have already mentioned that the beginning of a profession exists when 
a group of practitioners is formed for the purpose of increasing the useful- 
ness of the services performed by the members. In internal auditing that 
mast important step was taken in 1941, when twenty-four individuals, then 
prominent in their own companies, banded together to form and obtain 
legal status for an organization to be known as THE INSTITUTE OF INTERNAL 
\upitors. Today that organization has an international membership in ex 
cess of 3,900 members and chapters virtually all over the civilized world. 


I believe there would be few who would disagree with me when I say 
the history of internal auditing as a professional group began when THE 
INSTITUTE was formed. Prior to the formation of that group, the practice 
of internal auditing was about as widely scattered in concept and principles 
as would be possible. There were no standards and no accepted ideas with 
respect to any phase of work handled by those who carried such a title 
In some companies the practice of internal auditing was highly developed ; 
in others it might consist of performing one of the many facets of control 
that today would be placed and recognized as being a part of the routine 


operation of an accounting department. 


Tue INSTITUTE OF INTERNAL Aupitors has always been quite conscious 
of the requirements for membership. The desire to grow in membership has 
never been a guiding principle, and the quality of the membership has never 
been diluted by admitting anyone not fully meeting the standards. I am 
sure we are all familiar with organizations that, although professing to have 
rather rigid requirements, have nonetheless seen fit to put extremely broad 
interpretations on the rules. Professional status cannot be accomplished 
without standards of membership that can be fairly applied and strictly 
adhered to. 


I think it can be safely said that no profession has ever or will ever exist 
and be recognized as such until there is created a self-administered group 
of those who practice in that field, which group will not only define, but 
will also guard with care the selection and qualifications of the membership 


RECOGNITION OF RESPONSIBILITIES 


Probably the most significant accomplishment in the field of internal 
auditing to date has been the declaration of the organized group of audi- 
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tors in its Statement of Responsibilities, published in 1947. This statement 
represented the first effort on the part of this specialized group to set forth 
the major concepts of a new profession. It is significant that the foreword 
recognized, that the concepts expressed at that time were constantly bein, 
appraised and modified. The point was expressly made that further modifica 
tions would be made in the future as warranted through further develop 
ment in the professional status of the internal auditor. This further dey lop 


ment was recognized in the 1957 revision of the original statement. 


Today, in a very substantial way, the major concepts of internal auditing 
are more clearly understood, and certainly more uniformly accepted. The 
responsibilities of the internal auditor have come to be recognized as dual in 
nature—that is, protective on-the one hand, and constructive on the other 
Before the publication of the concepts expressed in this statement of respon 
sibility, there was—as may be surmised—a great deal of confusion and mis 
understanding on what might or should be expected from an internal audit- 
ing department. The range of authority extended from that of almost com 
plete authority in some companies to the opposite extreme in others. 

The recognized concept today is that the internal auditor is in a staff 
or advisory capacity rather than a line or operating status, and as such 


is free to review and appraise. His review and appraisal does not in any way, 


however, relieve any other person in the organization of any primary respon 


sibility that may have been assigned to him 


INDEPENDENCE 

Independence is a requisite of internal auditing as it is of any other 
profession. The interpretation of the term must be made in light of what 
independence is required in order to function properly. Certainly, by the 
nature of the relationship, the internal auditor cannot be considered inde 


pendent of his company because he is in every sense an employee. 


There is a basic question of effectiveness within the framework of the 


company. To be effective the auditor must be organizationally placed si 
that he may function with the freedom of thought and action that is required 


in any appraisal activity. 
SPECIALIZATION 


\nother element of any profession that must be present is distinctive- 
ness. Certainly if there is to be any recognized market for the services of 
internal auditing, it must be because of some degree of specialization. For 
internal auditing to lay claim to professional status there must be a demon- 
strable degree of difference from any other related field. There must be 


present some different areas of operations, some unique techniques, and 
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some different end result. If the progress of internal auditing is in the dire: 
tion of specialization, there is some basis for measuring the progress along 


pre fessional lines. 


Perhaps the only one clearly recognized professional group most closely 
resembling internal auditing is that of the public accountants. If, however, 
the internal auditor is merely using the sam techniques, and covering thi 


identical work of the public accountant, as well as seeking 


J 


tive, there is clearly no basis for suggesting that such work is distinctive 
or different. 


There is, in fact, an area of great similarity in some of the work and in 
the use of some of the techniques of public accountants. In some of the audit 
coverage there is good reason for the public accountant and the interna 
auditor to work closely together. Some of the work, especially on the verit 
cation and protective aspects, dovetails so nicely that neither the public 
accountant nor the internal auditor would consider having it any other way 
In fact, the very existence of many internal auditing departments stem 
from recommendations made by the company’s public accountant 


However, in another and greater area of responsibility and challeng¢ 


the internal auditor functions alone. It is this sphere that we must explor: 
to understand and define the unique characteristics that may warrant thi 
claim of professional status. These areas can, I believe, be brought int 
focus by a look at the over-all objectives of internal auditing, and thi 


techniques utilized to attain such objective 


OBJECTIVES 

he objective of internal auditing as expressed by the official statement 
of Tue INSTITUTE is that “The over-all objective of internal auditing 
to assist all members of management in the effective discharge of their 
responsibilities - - .”’ To accomplish this objective requires the internal audi 


tor to move into operational auditing or management auditing. While it 
is certainly true that the conventional auditing techniques of public account 
ants are used to carry on a part of the trip, the fulfillment of the ultimat 
objective requires penetration into the realm of operations, analysis, 
appraisal 
Internal auditing services are broadly classifiable into two classes 

protective and constructive. Not too many years ago the internal auditors’ 
work was largely on the protective side. That it is still an important seg 
ment I’m sure no one would deny. The distinction that I would mak 
between the work then and now is that the internal auditor today uses the 
measurement of financial accuracy, and the financial auditing which he does, 


not as an end-product, but only as an important bridge to measure and 
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evaluate the effectiveness of the elements of control which play a part in 
leading up to the financial analysis. 


The internal auditor occupies in his auditing a unique position, He has 
access to and detailed working knowledge of the company operations and 
procedures. He can frequently detect, through association, important things 
that would be of no concern—let us say—to an outside auditor, whose 
principal purpose is to certify the accuracy of recorded information. 

The internal auditor can evaluate and appraise conditions that we could 
not expect the public accountant to be aware of in his limited time. For 
example, the internal auditor’s examination of accounts receivable entails, 
in addition to verification, an opportunity to appraise any practice that might 
be having either a favorable or unfavorable reaction on the customer. Not 
infrequently these things would be overlooked or not appreciated by some 
one not familiar with over-all company operations. This sort of opportunity 
may be particularly prevalent where a company has widely scattered physical 
locations. 


The kind of service which can be rendered by an internal auditor, and 
which stems from the financial and protective side, was undoubtedly the first 
real and recognized aspect of the constructive service which could be derived 
from the same source. 


Some companies have pioneered in this Jirection, and as is always true 
of something new and different, have been pretty much ahead of the field 
Today, however, one needs only to read the constantly growing volume of 
literature to realize that there is a tremendous interest in operational audit- 
ing. The operational audit has become an important part of the constructive 
side of auditing. Management's interest in operational auditing has arisen 
in large part from a growing realization of what can be accomplished. 
Such realization stems from reports and reconmendations which began as 
financial audits. 


Operating management will enthusiastically accept aid and assistance 
on anything that will help them to do their job better. They are primarily 
interested in operations. They are interested in efficiency, good personnel 
relations, and good customer relations. They want to see profitable opera 
tions and decreased waste. They are interested in all the things that have 
to do with good operations. 


To get their job done requires the issuance of procedures and policies. 
It is of prime importance that the operating management keep well informed 
on any indications that might necessitate their action on any procedure, 
policy or system. In this area, the internal auditor is playing an increasingly 
important and unique part 
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Practically every well organized internal auditing department today is 
engaged, at least to sorne degree, In operational audits. The process has been 
evolutionary rather than revolutionary, and today the base seems quit 


sound and solid, with the trend clearly evident 


PERSONAL QUALIFICATIONS 


These objectives and their accom] lishment have been formed and de 


veloped by those engaged in the practice of internal auditing. Naturally 


lot everyone is fitted for this type of endeavor. Recognition of this impor 


tant fact, as well as the selection and training of those with the proper 


qualities, will do the greatest good in the de velopment of a new profession 


In an appraisal of a new profession we must—it seems to me—also take 
a look at the personal qualifications that have evolved as being necessary 


\ ertainlv. tor the prole ssion to flourish, perso al qualif cations should be 


recognizable, for how else could anvons presume to call the work eithet 


distinctive or unique. 


I have searched the published literature on internal auditing for thi 
personal qualities required in order that I might examine the progress that 


has been made on defining these qualities, and only those qualities that 


scem to emerge with some force or frequency. | am sure that 1 Id 


at you woulk 
have no difficulty in adding to those which I will discuss, but for the sak 


j 


of brevity it was necessary that I make the selection in advance. As I have 


mentioned, | made my selection not entirely on personal choice, but more 
from the published works of those now engaged in the field. I found, 


; 


fact, that one internal auditor took a rather substantial poll of internal audi 
tors by means of a questionnaire. He wanted to seek information concern 
ing what things should be stressed in the administration of an interna 
auditing department in order that its activities might be afforded the great 
est possibility of success. 


1 


The number one factor which that poll stressed was the competency of 
the members of the internal auditing staff. More comments were obtained 
on that factor than any other one, and while I suppose that when you cot 
template the subject you might expect this to be so, it is, nevertheless, ev: 
dence that it is a question of outstanding importance. Needless to say, a 


‘ 


good auditor must be versed in his subject. I could not say at what pot 
he has had enough formal education. I think that may vary between people, 
’ i antes 


but certainly he must be proficient in a technical way. Coupled with sucl 


technical training, his ability to analyze would be a most important asset 


| have often felt that a good analyst has a natural curiosity. He wants very 
much to find out “why” and “how” things get done. He has a tremendous 
ppetite tor new things and for new approach e ty old 1 ing 
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One of the most sought-after qualities in an internal auditor is the ability 
to do constructive thinking. Another way of saying the same thing might 
well be “Breadth of Vision.” Because the internal auditor is concerned with 
many facets of the business, it would seem paramount that he have a well 
developed sense of proportion and value. He should be able to separate the 


trivial from the important. He needs a feel for relating things to each other. 


Another characteristic stressed is the ability to get along with others 


g 
The very nature of his work requires that he go from department to depart 
ment or to locations far removed from his own supervision. He must have 
“contact ability.” He does not have to be a back slapping extrovert, but 
he must have a personality that will transmit a feeling of confidence and 
fair play. He should ideally ayoid the “policeman” attitude as well as any 
indication that auditing occupies a pedestal, with himself on top looking 


down. 


[ have made no mention here, you may notice, of the many personal 
characteristics that are advantageous to all people; these would include 
such qualities as tact, honesty, perseverance, and integrity. I think it is 
apparent that these qualifications would be of importance for any profes 
sion, and in particular—the public accountant. One most inyportant thing 
is very difficult. The internal auditor must live within the framework of 
his own company ; thus he must be able to “get along witl people” because 


his reappearance with some degree of regularity is certain 


You may well be wondering at this point what has come out of these 
standards, these objectives, and these personal qualities. What acceptance 
has there been on the part of management? What has been the attitude of 
the public accounting group? If you do entertain such questions, it is to be 
expected, because if we are to deal with the status of internal auditing as a 
profession, no small measure of where it stands today is where it stands 


in the minds of those most familiar with what has been accomplished. 


MANAGEMENT ACCEPTANCE 


I suppose that one of the best ways of determining the attitude of man 


agement toward anything is to try to get money appropriated. If you have 
any doubt about whether the management will support a program, you must 
present the proposed program to them and see if they buy it. If they do, 
you can be pretty sure it is because they feel there will be a return on the 
money. 

So it is with internal auditing. No one could say for sure how many 
auditing departments were in existence in 19/47. We do know that over 
2,000 companies are represented today in THe INsTITUTE OF INTERNAI 


Avpitors, and their number is growing yearly. Some internal auditing 
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departments have annual budgets in excess of one million dollars, and very 
large staffs. Members come from every field of private and governmental 
enterprise, and from all parts of the world 

The establishment of recognized internal auditing departments, while 
done initially in larger companies, has become so prevalent that, in general, 
any company with a thousand or more employees is a likely candidate for 


one, 


ORGANIZATIONAL STATUS 


The recognition of the attitude of management toward a function 


] 


reflected too in the status accorded to it in the organization. If the position 





generally accorded internal auditing today could be measured on this basis 
alone, there would be little room for doubt that during the past decade 


there has been tremendous progress. I am sure that realization of the 


possibilities and the value of internal auditing has led to its responsible 
status in the company organization. It is not too unusual today, particularly 
in larger companies with far flung operations, for the head of the internal 
auditing department to report directly to the Board of Directors 


. would like to make it plain that there is not and never 


has been any 
drive on the part of Tue INstirute or INTERNAL AvupbiTorRS to have 
internal auditors report to the Board of Directors, or to the president of 
the company. Where this is the case—and it is not too infrequently—it has 
been because the management of the company felt it was proper under their 


own particular set of condition 


Management, as well as internal auditors, has generally recognized 
that to function properly, the reporting status must be at a high enough 
level to permit effective follow-through on reports and recommendations 
In most companies this is effectively met by having the head of the internal 
auditing department report directly to the senior financial executive, such 
as financial vice president, treasurer or controllet 

Perhaps an even more fundamental and basic consideration in a dis- 
cussion of management's attitude and a consideration that underlies both 
the size and the organizational status of the internal auditing department is 


a look at what management expects from internal auditing 


WHAT MANAGEMENT EXPECTS 

One of the significant accomplishments in the entire field of internal 
auditing has been the broad range of assignments given to internal audi- 
tors—assignments which reflect the attention and the recognition accorded 
by the respective managements. The reality of this is well confirmed by 


much literature in recent years by management official 
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The internal auditor has become, it is apparent, an increasingly impor- 
tant part of the business of keeping management informed. In many in- 
stances the internal auditor may constitute the only important on-the-spot 
contact over a considerable period of time. This is especially true when 
foreign branches and foreign operations are involved. Many internal audi- 
tors on far-away assignments carry with them the fully understood authority 
to act officially on personnel matters to the extent of hiring and firing. 


Management now expects an internal audit report to be more than a 
verification that the financial figures are correct. They expect mature ap- 
praisals of conditions and suggestions for improvement. They expect to 
obtain factual objective information, not only that established policies and 
procedures are being followed,-but also that the policies and procedures are 
doing what they are supposed to do. Most important also, they expect to 
be appraised of the well-being of the company as it relates to the assignment 


and the scope of the auditor’s coverage. 


I think it might be fair to say that management expects some of thes« 
things from any responsibly placed employee. That is true, but when an 
employee, by assignment, covers and is familiar with so many sections of 


the company’s activities, it is expected in an active and routine way. 


OUTSIDE AUDITOR: 

\nd now I would like to say just a word about the attitude of the public 
accountant. | would like to emphasize that there is no professional conflict 
between the two groups. On the contrary, there exists a very fine working 
relationship. 

The internal auditor cannot possibly replace the certified public account- 
ant. He does indeed supplement in many respects the verification work of 


1 
? 


the outside auditors, and I am sure to the outside auditor is often a source 
of much valuable help. In many companies, as already mentioned, the 
internal auditing department was created because of a recommendation from 
the company's outside auditors. There has been a most encouraging rela- 
tionship, both in company contacts and in professional societies, on which 


[ shall touch again a little later. 


EDUCATION 

One of the best ways to expose the professional status of any organiza- 
tion is in the field of education. One of the distinguishing characteristics 
of a profession is its never-ending search for better ways of doing things, 
ind for a better means of exchanging ideas—not only among its own mem- 


bers, but among any others who may be interested. 
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Education may be an elusive thing to pin down. It is evident that the 
term itself is not subject to debate, but there may be quite a number of ways 
to get to the end product. Education may be approached through a formal 


program or through experience. 


For our purpose here, I believe we would want to discuss the progress 
that has been made along the various broad educational lines in internal 
auditing. I have tried to break the subject down into three phases, First 
the educational activities of the professional group, Tuk INstiruTEe oF 
INTERNAL AvpbiTors; second, the role of the colleges and universities ; and 


third, the progress found in the form of published books on the subject. 


Before we develop these lines of educational progress, it would seem 
wise to turn for a moment to the concept of progress. Just what progress are 


we tall ing about ? 


Chere are a number of ways that progress may be considered. It might 
be based entirely on growth—physical growth. Such things as growth in 
the number of participants, frequency of meetings, number of publications, 
or any other definitely measurable yardstick. These are obviously quantita 


tive measurements of progress 


We may again consider progress in terms of techniques, and how well 
and how fast changes and improvements in techniques are disseminated 
and put into practice. This consideration, it seems, would require both a 


quantitative and qualitative measurement 


Then we may consider progress in terms of the development of a set of 
eneral principles and the laying down of a fundamental philosophy. This 
concept of progress would he based almost entirely on the emphasis ol 
quality. 

The development of a profession must in geueral pass through and 
follow somewhat these lines of progression. There is, at first, a need for 
mething that may not be too well defined. As that need emerges, it is met 
and solved by techniques developed and passed along. Through the tech 
niques, general principles begin to be applied and accepted. Finally, out 


of these general principles, it is possible to draw a fundamental philosophy. 


} 


think it is mnportant, as we discuss the progress hat has been made 


in the field of education, to keep in mind these concepts of progress. When 


| philosophy, a profession 


it has an established and recognized fundamenta 
becomes full grown Until full recognition is accorded a proiession, there 
will be no universal adoption of a distinct curriculum in colleges which points 
directly toward such a specialty. And yet there has never been instantaneous 


recognition of a profession—nor should there be; on the other hand, where 
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we stand today in educational progress may well be the best indication of 
where we will be in the foreseeable future. 


INSTITUTE OF INTERNAL AUDITORS 


The first of the three segments of the educational field is that of Tin 
Institute. The activities of Tne INstirutTe might be said to be aimed at 
member education ; yet, in reality, to be of maximum help to the members, 
educational efforts must be directed also toward those who influence thi 
work, or those who may need to be more familiar with the field of internal 
auditing. Some of these related groups would be company management, 


prospective students, public acccountants, and universities 
C onferences 


From the beginning, Tue INstirute realized the importance of bringing 
the members together, and the first annual conference was held in 1942. 
Since that time, with the formation of many chapters, the annual conferenc 
has been held in many scattered geographical location 


1 


In more recent years, regional conferences have pecn sp msored, and 
these too have grown. In fact, four such regional conferences were held 
during the vear 1958. That these meetings are well attended not only by 
members, but also by many levels of management is a clear indication of 
the quality and the desirability of such gatherings. Of local and direct benefit 
to virtually all members are meetings of the 56 chapters of Tne INstitrutr, 
where members exchange experiences and learn of progress currently made 
in internal auditing 

One of the most practical and useful results of the annual conference 
is the compilation and publication of the various technical papers which 
are presented each year. These bound volumes are supplied to all members 
out of their membership dues, and are made available to others at a nominal 


charge. 


Sach of these annual affairs has featured a theme, and I find that even 
these themes depict somewhat the development and maturity of the thinking 
of the members. I shall only mention two to illustrate what I mean. In 1951, 
the tenth anniversary of the founding of Tur INstirute, the theme 
“Management Acceptance.” For the 1956 conference, on the 15th annivet 
ary, the theme was “Promoting Professional Progress.” 

Publications 

The principal periodical of Tue Institute is called “The Internal 
\uditor,” and appears once each quarter. Under the direction of the Edi 
torial Committee, the best in literature dealing with internal auditing is 


sent out to the members, and to many other subscribers. In addition to the 
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presentation of technical subjects, there is a section called the Student's 
Department, whose pages are primarily devoted to the needs of the college 
student and the less experienced practitioner, and The Round Table, which 


is devoted to exchange of day-to-day experiences of interest to auditors 


It is of interest to note that in the beginning this quarterly had plenty 
of room for reporting members’ activities and all of the other membership 
news not normally a part of a technical publication. The abundance of 
literature offered for publication today provides a great contrast with th 


great lack of a few vears ago, as is evidenced by the change of format 
Educational Work 

Aside from the publications, which are more or less routine, THe INst! 
rUTE has a very progressive educational program. One of its most important 
national committees has long been the Educational Committee. This is sup 
plemented by committees in each chapter, and provides the framework, not 
only for pursuing projects aimed directly at members, but for giving valu 
able aid and assistance to colleges who wish to offer a course in internal 
auditing. 
Ii Struct rs Vianual 

In 1948 Tue Institute published an instructors’ manual, designed as 
an outline to be used by the classroom instructor of any college who wished 
to offer a course devoted solely to internal auditing. In 1957 the original 
edition, being completely sold out, was revised and brought up to date 
This manual has provided the educators with an authoritative outline of 
what the practitioner believes should be covered in a classroom course. It 


1 very wide distribution, and is generally used to supplement 


has receivec 
auditing courses even in the absence of a separate course dealing witl 


internal auditing alone. 


Case Problems and Solutions 

One of the things that was found to be greatly needed as more and 
more universities offered courses in internal auditing was case problems 
THe INSTITUTE made a request of the members, and numerous case his 
tories out of their own experience were submitted. These were adapted to 
classroom use and published along with suggested solutions. These two 
volumes have been an important addition to the value the student obtains 

; 


from a course in internal auditing. Needless to say, the volumes have been 
used wherever there is a course taught in internal auditing 
“The Field of Internal Auditing’ 

With internal auditing being offered as a part of the college curriculum, 
the interest of the student has been stimulated. Of course this has not been 


the only thing to call the attention of the student to internal auditing. More 
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and more jobs in that field were beginning to appear, both in publications 
and through college recruitment channels. 


It was inevitable that students would begin to ask—“What exactly is 
Internal Auditing?” They wanted to know not only what the mechanics of 
doing the job were, but most of all they were anxious to know where it 
might lead them. In response to this, the Educational Committee of THe 
[INSTITUTE published a brochure called “The Field of internal Auditing.” 
This brochure was in the form of questions and answers, designed primarily 
for the student level. In it were answered such questions as: What Is Inter- 
nal Auditing? How is Internal Auditing regarded by Business? Where 
does the Internal Auditor fit into the Organization Chart? What about 
compensation and advancement for the Internal Auditor? What are the 
Personal Qualifications for an Internal Auditor? 


These and other questions were answered in an objective manner. There 
was no attempt made to oversell the field. Booklets were made available on 
request and without charge to any college offering a course in Accounting 
or Business Administration. Thousands of them have been supplied and are 
continuing to be supplied. 


Other Publications 


In addition to the publications which have been aimed directly at the 
student, books have been published under the sponsorship of Tue INnsti- 
TuTE. The first of these to appear was /nfernal Auditing in Industry, 
published in 1950, followed in 1953 by Internal Control Against Fraud and 
Waste. 


These booxs have largely been based on the experience of the members 
of Tue Institute, and while they may be of substantial interest elsewhere, 
the primary aim was to provide information that would be useful to those 
already active in the field. 


WHAT COLLEGES ARE DOING 


In the deveiopment of a profession, it is most important that that pro- 
fession be recognized in the field of formal education. We have just covered 
some of the things that Tue INstiruTE and its members have done in the 
way of providing helpful information to the colleges and to the students. 
But from the standpoint of professional development, it is the recognition 
by the colleges of the need for a specialized course that is a fuller measure 
of professional recognition. 

Courses Offered 

The year 1947 brought the start of college courses in internal auditing 

when two colleges initiated courses dealing exclusively with this subject. 
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From this beginning 15 different colleges offered such courses in 1951; 
now close to 50 different colleges are offering specific courses in internal 
auditing, and others have begun to devote a substantial portion of their 
auditing instruction to this subject. 


I would be doing an injustice to the many internal auditors who worked 
so hard if I failed to mention that many of these courses were initiated after 
a local chapter had offered to provide lecture assistance to the school. Such 
an arrangement has been quite beneficial. It has enabled the school to offer 
a course in which there was available a great amount of practical and experi- 
enced talent, and it has been the means of many students obtaining a first 
hand knowledge of what internal auditing is all about 
Attiiude of Colleges 

The role of the college has been an encouraging aspect in the develop 
ment of internal auditing. There has not been universal agreement, by any 
means, among educators that internal auditing warrants a separate and dis- 
tinct place in the accounting curriculum. I have heard of no educators who 
feel that internal auditing should be ignored. On the other hand, to objec- 
tively appraise where the subject stands today, we cannot avoid the differ- 
ences of opinion that do exist with respect to devoting an entire course to 
the subject. 


Some educators seem to feel that internal auditing should not be looked 
upon as a career for aspiring accountants, but that it is instead a stepping 
stone or a training ground for future responsibilities. Some others feel that 
the work of the internal auditor is so closely akin to that of the public 
accountant that there should be a course, or courses, in general auditing 
that gives proper weight to both aspects, but at the same time they should 
be taught together. 


At least one educator voiced the view that it might be self-defeating to 
add a separate course in internal auditing, because the point of view that 
the auditor was expected to take necessitated a broad application of prin- 
ciples, but dealt in the last analysis with appraisal. 

It would seem to me that a healthy difference of opinion among educa 
tors is probably not too unusual; and in addition, it helps in many ways to 
highlight some of the rough spots on the horizon. There are many educators 
who, by the very fact that courses have been added to the curriculum, have 
demonstrated their belief in the future possibilities 
Research 

Other avenues have also been used in the educational field to strengthen 
the ties between the educators and the field. The first one that I would like 
to mention is the research activities of Tue INstTiTUT! 
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One of the most important programs of the national organization is in 
the field of research. A great deal of the early research effort was in such 
projects as that covered by their report on the organization and operation 
of an internal auditing department. This was largely fact-finding research. 
Other published research reports cover such fields as the Purchasing De- 
partment, the Traffic Department, Electronics and the application of internal 
auditing to the smaller business. 


ACTIVITY IN PROFESSIONAL SOCIETIES 

During the past few years there has been a cordial relationship evidenced 
between other professional societies and the internal auditing group. There 
has been established a policy of cross invitations to meet and participate in 
national conventions. 

Frequently there are speakers from Tie INstitUuTe on national society 
programs, and last year Tne INsTITUTE oF INTERNAL AvpiTors had official 
representation at the Seventh International Congress of Accountants’ meet- 
ing in Amsterdam. 


There is also a growing history of joint meetings with other professional 
accounting societies at the chapter level. These have been most frequent 
with groups such as The Controllers Institute, the State CPA Societies, 
and the National Association of Accountants. 


Institute members have comprised much of the program talent and have 
provided leadership at the internal auditing seminars of the American 
Management Association. 


FUTURE 


Now I would like to turn to the future. Needless to say, when you at- 
tempt to visualize the future the desire for a crystal ball is uppermost in 
your mind. 


Certainly internal auditing has emerged as a recognized field of endeavor 
separate from public accounting. It is even now being given increasing 
recognition, which is being manifested in a number of ways which we have 
already discussed. All in all, it seems to me that internal auditing has come 
to stand for something very important in the eyes of business. 


Over a long period of time, any activity such as internal auditing will 
develop to the extent that is justified by its ability to satisfy a continuing 
business need. The extent to which it will develop, and the rapidity of such 
development, will, to a large extent, be dependent upon how clearly the 
need is recognized as well as upon the general ability of the professional 
men to contribute to the successful solution of the problems involved. In 


the case of internal auditing, the basic need has already been recognized 
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particularly in the larger companies. The exact manner in which the assist- 
ance is to be provided is not quite so clear, 


The important thing, I believe, is that the capacity for the service exists. 
It exists now and the trend for utilizing this capacity seems evident. This 
would seem to constitute the basis for expecting that the internal auditing 
function will be further extended in the years ahead 


In broad theory, there is probably no technical limit to the scope of the 
internal auditor's activities. The range of activity may be applicable to 
almost any kind of factual data, whether it be accounting data, operating 
data, or any other kind of data. Needless to say, there may be practical 
limitations, but these would primarily be limitations based on the capacity 
of the auditing staff as well as from a human relations standpoint. The prob 
lem of expanding the activities of the internal auditing department would 
seem to be one of evolution, during which there would be developed a feeling 
of confidence and acceptance on the part of others 

When we look into the future, ihe question of professional certification 
is one that would normally be raised. It has become desirable in many pro 
fessional fields to require the licensing of those who would enter the field 
This is primarily to protect the public and is, of course, a most 


desirable 
measure 

It does not seem to me that a license to practice in the field of internal 
auditing is either required or necessary. The internal auditor is not adver- 
tising his services to the public, nor is he dealing directly with any principal 
other than his own company. He is not an independent contractor. He is 
an employee in every sense of the word. As an employee he could not, for 
example, be called upon to give independent evidence in court any more 


than any other company employee could be called upor 

Of some significance, I believe, is the prospect for further coordination 
between the internal auditor and the outside auditor, It is a particularly 
desirable prospect for the outside auditor to feel effectively relieved of 
some of the work that he has been called upon to do in the past. This sort 


of coordination will leave the outside auditor in a position to direct his 


energies into those channels for which he is especially qualified, and enable 
him to demonstrate his important contribution to his client in a much mor 


com lusive wal 


Perhaps one of the most compelling reasons for looking with confidence 


into the future of internal auditing is the prospect for more complex mat 


agement in the future. We are in an era of bigness. What is considered big 


today may actually seem small tomorrow 
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With the prospects of automation, and with the data for management 
decision-making receding to some extent into a machine, it is more and 
more necessary that management be able to determine whether controls are 
adequate, and whether procedures are being followed. The need for ascer- 
taining compliance will be, it seems to me, but one link in the greater job 
of constructive analysis of the companies’ internal operations. 


There is no doubt in my mind that management is seeking and will wel- 
come any constructive contribution to efficiently accomplish its objectives. 
Certainly internal auditing, as a profession, has before it a continuing op- 
portunity of unlimited scope. The question of professional status in the 
future will depend, to a considerable extent, on the success of the programs 
in the individual companies. 


Any detailed conclusions with respect to where internal auditing will be 
in ten, twenty or thirty years from now would be for the most part a 
restatement of what has already been said. However, several major con- 
siderations have a distinct bearing on the future that deserves to be sum- 
marized. 


The first of these is the role of the organized group of internal auditors 
in Tue Institute. Here is an active and growing organization, dedicated 
to the development of internal auditing as a recognized profession. To that 
end there is a program of research, education, and a slogan of “Progress 
Through Sharing.” There is a chapter in most of the major cities in the 
United States and Canada, and in many other countries of the world. 


The second of these considerations is management acceptance. A more 
widespread use of internal auditing by management, and a confidence in 
the benefits to be derived, is evidenced by the money now being set aside for 


that specific activity. 


The third aspect that merits serious evaluation is the interest in the 
field of formal education. Special courses are not lightly added to the cur- 
riculum of schools and universities. Yet, here too, we find a tremendous 
amount of intelligent and, I am sure, well considered interest in internal 
auditing as a field of endeavor for which young men are being trained. 


These things are more than straw in the wind. It seems more like the 
sound basis of a new and expanding field of endeavor. I am convinced that 


it is. 





PROCUREMENT AUDITING“ 


By RALPH C. MOFFITT 


Vice President—Purchases, United States Steel Corporation 


HE prime requisite for a successful procurement audit is a sympathetic 
understanding between the auditing and purchasing departments, predi- 


cated on good communications and the exercise of good human relations 


The internal auditor and the purchasing man are both members of the 
business team with specific fields of assignment. The opportunity for a real, 
cooperative partnership between us exists because we have several things 


he same objec 


in common, In our assigned fields of responsibility we share t 
tives of promoting the company’s welfare, achieving the most efficient and 
effective operations, and increasing profits. Purchasing men review requisi 
tions for the purpose of utilizing their knowledge of markets, materials, 
and company operations in order to offer constructive recommendations and 
produce profit for their company. For your part, you review and appraise 
operating controls so that your broad knowledge and experience may lead 
to constructive suggestions, better operations, and greater profit. The scope 
of our responsibilities places us in continuous, direct contact with other 
departments of the company. Through these interdepartmental relationships 
we both have unparalleled opportunity to get to know the problems and 
the people in the company’s organization, and to develop an over-all picture 
of the operations. Finally, the performance of each of us in his assigned 
field may be excellent ; yet to convert our satisfactory accomplishments into 
profit dollars is in many instances most difficult, if not almost impossible 


Recognizing that wide variations among purchasing departments exist 


g 
in assigned duties and procedures, that no two companies will approach 


the procurement audit in exactly the same way, and that the audit of pro 


curement is not governed by a uniform set of procedures or uniform 
boundaries, I shall review in the first part of this discussion the general 
function of purchasing in terms of its recognition by management ; its poli 
cies, objectives, responsibilities, and authority; and the adoption of useful 
audit-type techniques in attaining objectives. A better understanding of 
the purchasing function as an entity is a prerequisite to the establishment 
of a proper relationship. Next, I shall discuss standards of performances 
and evaluation as related to the field of purchasing. Last, I sha!! comment 
on how a proper relationship between purchasing and internal auditing 
may be created and augmented and how you can render valuable assistance 
to purchasing through independent surveys and services 


* Presented at a Pittsburgh Chapter meeting 
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As a business function purchasing antedates practically all industrial 
activities by thousands of years. Probably one of the oldest professions in 
existence, it was called “bartering” in ancient times. In my own terminol- 
ogy, | prefer to distinguish between “buying” and “purchasing.” Buying 
suggests the simple transaction of obtaining something in exchange for 
a commercial consideration—a routine issuance of purchase orders for th 
sole purpose of obtaining whatever is desired. In contrast, purchasing, to 


me, signifies the intelligent evaluation of an offer to exchange goods o 
services for money. This evaluation must be performed by a carefully 
selected, well-trained, competent organization comprised of people who 
possess and exercise creative ingenuity and who are commercial experts 


and specialists in their particular assignments 


Purchasing, in parallel with internal auditing’s growth in professional 
stature, has made tremendous progress in the past few decades towards 
attaining management’s recognition of its importance as a profit-generating 
function in the industrial enterprise. The old common belief existed that 
purchasing was a service-spending function and should not be held account- 
able for net profit contributions. In other words, money flows from rather 
than to a company as a consequence of purchasing, and purchases wer¢ 
simply an inescapable cost of doing business which no one could do much 


about. This concept can be simply summarized—“Get the goods!” 


More recently, however, froni an appreciation of the interdependence 
and interrelation of all company activities, there has emerged the clear 
recognition that savings through efficient purchasing find their way into a 
company’s profits as rapidly as increased revenue from operating or sales 
efforts. One of the major areas today where management can seek and find 
the source of competitive advantage and adequate profits is in purchasing. 
Those dollars saved in purchasing not only contribute directly to profit, but 
also enable a company to produce a better product or to provide a better 
service and thereby strengthen its competitive position in its industry. 
Modernized purchasing departments under proper limits of authority and 
recognition by management have shown that skillful procurement can reduce 


by 5 to 10 percent the total cost of goods purchased 


It is common knowledge that, in the average manufacturing company, 
approximately 50 to 60 cents of each sales dollar is spent for purchased 
goods and services, excluding direct labor. A savings of 5 to 10 percent in 
the cost of purchases, therefore, is equivalent to approximately 24% to 6 
percent of the sales dollar. For many manufacturing companies a 4 percent 
saving in purchase costs is just as important, profitwise, as a 20 percent sales 


increase \ profit, aftet all, is the difference between income and outgo. 
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The size of the outgo is just as important in determining the ultimate profit 
as the amount of income. 

The cost-price-sale-profit equation leads to the basic problems of costs 
Material and inventory costs are accepted as fundamentals in the develop 
ment of profitable operations. That keeps purchasing, its personnel and 
activities under the same analytical microscope that measures all values. 


| 


This modern concept of the purchasing function and the role of the 


‘> 
purchasing department in company affairs not only holds forth new and 
broader opportunities, but it also imposes obligations that the progressive 
purchasing executive readily accepts. Moreover, it’s a motivating challenge 
which the purchasing profession in general is taking realistic steps to meet 
A business operation begins with the development of objectives, plans, 
and policies by management. The initial decisions on objectives and policies, 
and the placing of plans in operation—all based upon business judgment 
are the beginning of the duty of management. Beycnd these, there is botl 
necessity and responsibility for establishing and maintaining a functional 
structure that will implement and promote the attainment of the objectives 
The group of functions which is designed to accomplish this is known today 
as internal control; the responsibility for measuring and evaluating the 


effectiveness of such controls has been delegated to you internal auditors 


\s applied to purchasing this means that, for purchasing to perform 
properly on a sound and consistent basis and make real contributions in 
increasing the profit margins of business, the purchasing function should 
be given independent status and should be established and operated within 


rly defined policies. You must remember before you evaluate purchas 


cic 
ing that its performance is probably influenced more by company policies 
than any other single factor. In fact, purchasing performance can be a direct 
indication of the effectiveness of a company’s management policies. The 
authority granted should be broad so that it does not limit substantially the 
exercise of professional judgment. It should provide sufficient freedom of 
action to enable a buyer to apply his specialized knowledge, experience, and 
initiative in making profitable decisions. 

Sound objectives are essential to provide purpose and direction. The 
basic objectives of good purchasing were defined many years ago—‘to 
procure the right material, of the right quality, in the right quantity, at 
the right time, from the right source, at the right price.”’ It is evident that 
the word “right” is relative in meaning, reflecting a basic standard for 
evaluating the activities related to obtaining materials, supplies, and serv- 
ices from others. It is usually interpreted in most profit-seeking enterprises 
to mean that which is to the best long-term interest of the company as a 


whole. 
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In addition to this basic purchasing objective, you may be interested 
in other major objectives of the purchasing activity with which I am 
associated. They may be summarized as follows: 

1. To carry out company policies to the end that the company’s best 

interests will be served 

2. To promote friendly relations with all suppliers 

3. To cooperate with all departments and all divisions of the company 

+. To develop adequate and qualified personnel and improve through 

education and selection 
3. 40 provide our personnel with adequate facilities and the proper 
tools with which to work 


Fundamental to the activities of an efficient purchasing department is 
a resolution by the board of directors delegating adequate authority to 
purchasing. A typical resolution might read: 

Resolved: That the Chief Purchasing Officer of this Company and 
each employee to whom he may delegate the authtrity hereby granted, 
be and they are hereby authorized, in the name and on behalf of this 
Company, to negotiate, make and execute proposals, contracts and orders 
for the purchase or lease of materials, supplies, equipment and outside 
labor and services. 


You will observe that such delegation of authority is very broad. How 
ever, it must be supported by formal, written duties and responsibilities 
partment and logical under 


covering at least the key positions in the de 
standable procedures. 


\lmost no business assigns responsibility for all the activities connected 
with procuring materials, supplies, and services to any one organizational 
group in the company. Important differences will be found among different 
types and sizes of business, among industries, and among different com 
panies in the same industry, with respect to the particular procurement 
unctions assigned to the purchasing department. Essentially, the problem 


of purchasing is one of business judgment—weighing and combining a num- 


s S 


ber of factors so that each purchase order may be placed to the best advan- 
tage of the company. 


] 


Policies, objectives, and procedures require people to carry them out. 
As someone has said, “The best possible surgical books and equipment may 
be available, but when operations are necessary, nothing counts but the 
doctor’s skill as a surgeon.” Purchasing needs highly trained, competent 
personnel on a par with any other department of the company. A good pur- 
chasing man under the modern concept of purchasing should have, among 


other qualifications, a thorough knowledge of materials, vendors, engineer 
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ing, production, and planning. He needs tact, finesse, and the ability to 
work cooperatively and to obtain the cooperation of others 

Now, the basic objective of purchasing referred to previously is as 
sound today as when it was first developed. However, useful tools and 
techniques to help in determining what is “right” in respect to the various 
phases of a purchase were usually lacking. The purchasing man for the 
most part had to rely upon and use his personal judgment. His only means 
of obtaining a satisfactory answer was through continuing search, accumu 
lated experience, and more skillful negotiatior.. He could continue to im 
prove his performance, but he could rarely be sure his last and _ best 
decisions were in fact “right’’ in the absolute sense. Purchasing needed a 


satisfactory basis for evaluating and convincing management of the right 


ness of its decisions and actions 
(Over the ‘ manv useful | rT | | level 1 that assis 
ver the vears, Many useful techniques have been developed that ; ist 
in determining what is “right” in respect to the various phases of a pur 
chase ‘| he new science of pure hasing consists ol correlating these criteria 


and applying these techniques to do a “right” purchasing job. Science in 
purchasing does not minimize the importance of personal knowledge, judg 


ment and skill. It broadens the scope and raises the standards 


SCIENTIFIC PURCHASING TECHNIQUES 
Scientific purchasing is applying many of your audit-type analytical 


techniques in guiding its actions and increasing its contribution to profitable 


4 


1 
i 


company operation. Imaginatively applied, these cost-reduction techniques 
complement effective internal audit activities. For example, value analysts 
an organized method of systematically evaluating the products and mate 
rials bought through working with vendors and with affected company 
departments, such as engineering and production, simply means studying 
analytically other means of obtaining the same function for less cost. The ke: 
to value analysis is the concept of function which embraces such basic ques 
tions as: What is the purpose? Why is the material being used as presentl; 
purchased? When is it used? Where does its real value lie? And who 
uses it? The value analysis concept involves the process of systematically 
analyzing the nature of material specifications and end-use requirements 
to ensure that performance, ultimate cost, and availability of supply are in 
proper balance. Its application to purchasing has resulted in substantial 


cost-saving accomplishments 


Another useful tool is the purchase engineering approach, which in 
cludes utilization of engineering-trained personnel in the purchasing depart 
iment; interdepartmental exchange of information and ideas; good com- 


munications between engineering and purchasing on new products or 
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processes, market and price data; channeling of all engineering changes 
through purchasing ; and coordination on all questions of material deviation. 
Both purchasing and engineering have particular objectives and require 
special skills. Bridging the gap is essential to effective purchasing. 


Other valuable purchasing-for-profit techniques include a purchasing 
research organization with specific and purposeful programs ; the economic 
order quantity concept, involving the proper weighing of the related factors 
of price, quantity discount, handling costs, and costs of carrying inventory ; 
a statistical system of vendor ratings, covering suppliers’ performances on 
delivery, quality, and service; the financial analysis of suppliers through 
credit reports and ratio analysis; and planned trips to vendors’ plants for 
on-the-scene appraisal. 


STANDARDS OF PERFORMANCE 


Now, let us depart from the general aspects of purchasing and consider 
purchasing standards of performance and evaluation. After all, a measuring 
stick is virtually useless without objective standards of measurement. 

In a modern business enterprise the development of managerial control 
is based upon standards of performance for the various segments of a par- 
ticular company’s operations. Unless standards are fair and proper yardsticks 
of good performance, they will not serve as a proper measure of subsequent 
performance. Standards improperly set can do more harm within an organ- 
ization than if they did not exist at all. Even with a clear conception of the 
true nature of a particular function, it is still difficult to appraise just how 
well the specific organization or group charged with the responsibility for 
part or all of its performance is measuring up to that responsibility. Because 
the work of the purchasing department is so much dependent upon business 
judgment and cooperative effort with other departments, and because the 
prices paid are often governed by market trends, it is very difficult to estab- 
lish any direct means of reporting or determining how effectively the pur- 
chasing operation is performed. 

Assuming that proper standards can be established, the second phase 
is measurement of the actual performance against these standards. Man- 
agement is concerned with a determination of the causes of variations 


or exceptions and the extent to which corrective action is possible 


The difficulties in measuring the efficiency of purchasing departments 
appear even greater than for most departments. There are still business 
managements which lack any clear concept of just what procurement is or 
how it is related to the other functions of business. Moreover, the over-all 
procurement function is seldom the responsibility of one department; for 
instance, it is more common than not to have the responsibilities for stores, 


w 
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incoming traffic, and inspection of purchased materials divided among the 
various other departments, whereas the sales, production, and legal fun 

tions are usually fully centralized and definitely segregated. Furthermore, 
many intangible contributions may be expected from a_ well-conceived, 
proper'y administered purchasing department, and they are at least as 
difficult to measure as those made by any other division of a business. 
Compilation of pages of statistics reporting the number of requisitions 
processed, purchase orders issued, average value of purchase order, pro- 
ductivity per employee, cost of issuing an order, and similar miscellany may 
reflect the workload of the purchasing function but do not provide a measure 
of the results. Actually these data are more likely to be a mass of meaning 
less details. Statistics of this nature may provide some answer to the 
question “how much?” but they overlook the more important question of 
“how well?’ Those functions which are at the basic roots of good purchas 
ing, such as decision-making, knowledge of marketing activities, inventory 
policies, stores procedures, public relations, scheduling and smooth coordina 


tion are ignored. 


MEASUREMENT OF ACTUAL PERFORMANCE 


Let’s apply audit-type analytical techniques to the underlying nature of 
the problem as it relates to purchasing. In the first place, why should the 
appraisal be made ? 

Is it to impress management with the general importance of the depart 
ment, to provide some tools for the improvement of the department’s per- 
formance, or just because top management “should know’’? I consider that 
the improvement of the department is the primary objective and that other 
desired results which will ensue, such as a clearer conception of the func 
tion itself and a higher appreciation by others of what purchasing can con 


tribute to the company’s success, are secondary. 


Now that we have answered the question of purpose, it is necessary to 
determine what is being measured. It seems logical, in view of the purpose, 
to study the purchasing department as a whole rather than to study the fune- 
tion itself, or one or more of the personnel concerned 

There still exists the all-important question of /iow. Should the basis 
be the volume of purchases, the number of purchase orders placed, or com 


pliance with a predetermined budget ? Perhaps some sort of standard cost, 


modified by vague intangible factors of contributions to company goodwill 
and product quality should be employed 

If costs are used, should costs be limited to departmental administrative 
costs, or should scrap sales, losses due to errors and delays, and forward- 


buying gains and losses be included? Moreover, should whatever is adopted 
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be reduced to an index with which annual performances could be com- 
pared? One thing is certain—the answer must provide a practical solution 
if it is to be worthwhile. 

Many companies have engaged the services of outside consultants for 
advice relative to their purchasing departments. Rarely, if ever, was the 
consultant asked for a mathematical index of measurement and, to the best 
of my knowledge, no consultant ever undertook to set up or use one. It 
is also interesting to note that, although many discussions have been held 
under the auspices of the National Association of Purchasing Agents over 
“yardsticks for the measurement of performance,” never, to the best of my 
knowledge, has any effort been devoted to determining exactly how such 


yardsticks are to be used orice they have been devised. 


Since solution of the problem through statistical formulas or indexes 
appears futile, or, if considered theoretically possible, then in all likelihood 
too expensive for the benefits derived, our efforts must be directed t 
simpler and more practical method to be employed in determining whether 
the performance of the particular responsibilities assigned to the purchasing 


department by company management can be improved 


Two different approaches may be taken. One approach involves the uss 
of the company’s internal auditing department, which undertakes an inde 
pendent analysis for the purpose of evaluation and recommendation. The 
other is that of the chief administrative officer of the purchasing department, 
who should continuously work toward developing control devices in order 
to ensure maximum efficiency in his department. Since both approaches 
have the same basic objectives—establishing reasonable goals, appraising 
accomplishments, and instituting means of achieving those goals, we can 
disregard the distinction between the two approaches and proceed to con 


sider the “outside” approach 


ROLE OF THE INTERNAL AUDITOR 

The field of purchasing is probably rather remote from the direct ex 
perience of the internal auditor, whose basic education and training place 
him much closer to home base in dealing with matters of an accounting and 
financial nature. You are going to be concerned with what the purchasing 
department does and the way that it is done, according to the policies pre- 
scribed by company management. Your over-all knowledge of company 
operations, together with a proficiency in review and appraisal techniques, 
qualifies you to go beyond the financial operations and to render service to 
the operating departments of your company in the field of constructive 
appraisal of internal control. You can bring that background to bear in ex- 


amining and appraising the relationship of the purchasing department to 


wn 
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other departments of the company. However, the lack of any definite form 
of numerical report of purchasing department accomplishment means that 
there will be a difference in the approach of the internal auditor—as com 
pared with his approach to departments where such reporting is possibl 
and is available. 


I am a strong proponent for an independent survey of the purchasing 
department. However, the audit must be of the proper type, and I am not 
thinking of procurement auditing as an audit in the traditional sens« 
Professor H. T. Lewis—author of Procurement—expressed it well when 
he commented to the effect that, while it may be conceded for the sake of 
argument that the internal auditor is an expert in control and a specialist 
in administration, he will not be helpful in either of these areas in the 


bstract. [:ffective control or administration is only meaningful as applied 


| 
to concrete operations nm a specii area, and to distinct functions. Tl 
survey must be properly conducted, and although he need not be an e 
perienced, trained purchasing man, the internal auditor must know some 


thing about procurement. 


In his determination that contr 


)] procedures are adequate and effectivel 


llowed and that those responsible for spending company money are com 


~ 


petent and honest, the internal auditor should bear in mind that there ar 


ertain things he should not do. In the first place, the internal auditor should 
not engage in “line” work. In other words, the company’s regular methods 
hould include adequate checks and controls. The auditor is not a part of 
these “line” mtrols, but only determines how effectively such controls are 


exercised. He has no authority to establish policies, design procedures, or 


dictate to ln pe rsonnel how tl ey should exercise their re ponsibilitic 
Internal auditing is not a substitute for management. Next, the interna 
auditor should not be a critic. His assigned responsibility is to advise man 


agement through impartial and objective appraisal and evaluation how the 





responsibilities assigned to and within the purchasing department are being 
performed, and to make constructive recommendations for the improvement 
of controls. In other words, decision-making is management's function and 
not the internal auditor’s role. Furthermore, the internal auditor for the 


} 


most part should not render confidential reports. After examination of the 


adequacy of procedures and the compliance therewith, he should, upor 


completion of his review, make a report and discuss it with each level of 
management, beginning with the level directly responsible, to avoid going 


over anyone’s head. Inclusion of the replies of operating personnel t 
particular audit criticisms will provide more complete presentation and 
also better communication between management levels. Finally, the internal 


auditor should never forget that he is working outside the field of his own 
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experience and that what he brings to the job is an ability to analyze, com- 
pare, and evaluate which can only complement, not replace, the knowledge 
and experience of the trained procurement expert. With this democratic 
attitude a sound, workable relationship between internal auditing and pur- 
chasing will be established. Human relations are never enhanced by giving 
the other fellow the impression that you are “experting” his activities 
through the advantages of hindsight. A proper survey will result if you will 
find the problem, analyze it, and bring it to experts for solution. 


SPECIFIC AREAS OF ASSISTANCE 

Now, let us focus our attention on specific areas where you can render 
constructive and helpful assistance to the purchasing department. And, in 
so doing, you will be in a sense appraising management itself, for a review 
of purchasing activities is the quickest way of getting an over-all picture of 
the organization of the company. 


One significant contribution of modern procurement auditing is that 
it increases the amount of responsibility that management can safely assign 
to purchasing management and, at the same time, the amount of responsi- 
bility the chief procurement officer can safely assign to his associates and 
subordinates, since internal auditing now provides a satisfactory device for 
checking upon the exercise of delegated authority. 


Another important contribution is to help resolve interdepartmental 
conflicts by bringing a constructive, company-wide viewpoint to bear on 
undesirable situations. Coordination of purchasing activities with other 
departments is essential for most effective contributions to over-all company 
objectives. Many of the activities that are part of profit-making purchasing 
have to be accomplished through other departments. This requires keeping 
the lines of communication and cooperation open and making certain that 
the line works in both directions. Granted that the primary responsibility 
for the proper performance of functions belongs to the appropriate staff 
and operating groups, yet his freedom to move horizontally as well as verti- 
cally in the organizational pattern enables the internal auditor, by virtue 
of his independent viewpoint and unique experience, to fulfill a valuable 


coordinating role. 


Procurement auditing will reveal whether internal controls are adequate 
to protect the company against losses occasioned by noncompliance with 
procedures and sound business practices, and will help purchasing manage- 
ment eliminate dishonest practices, such as “kickbacks” and improper ac- 
ceptance of gifts of value. The ethical standards of purchasing have certainly 
kept pace with the progress in other organizations and fields, yet, upon 
occasion, a “bad apple in the barrel” is exposed. Elimination of unsavory 
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practices protects the innocent from suffering in reputation along with 


the guilty. 


In a small purchasing organization, the purchasing agent can administer 
departmental controls through personal supervision, whereas in a large 
organization, which is usually segmented and authority necessarily dele 
gated, maintaining effective administrative control becomes increasingly 
difficult. The internal auditor can serve as a valuable assistant by tying 
together the administrative controls on a department-wise basis. Moreover, 
an independent appraisal of procedures and forms assures proper flexibility 


and initiative in the operations of the purchasing department 


Let’s digress from general benefits and consider a few examples wher« 
the internal auditor can work hand-in-hand with purchasing management 


toward the common objective of greater profits to the company 


CONTROL OVER CONSTRUCTION COSTS 

Control over expenditures for construction work undoubtedly is an area 
of mutual interest, particularly at this time of considerable expansion of 
plant facilities in many companies. Many errors arise in the interpretation 
and application of the intent of contracts with resultant increased costs 


In addition, major construction entails the cooperation and coordination 
| 


of several departments. In such circumstances the purchasing department 


can readily benefit through insertion of audit clauses in construction con- 
tracts, thus enabling the internal auditing department to render the follow 
ing, although certainly not all-inclusive, valuable services 
a. Check for the omission of billings for material furnished by the owner 
to a contractor performing work on a lump-sum, unit-price, or cost 
plus job 
b. Tie in specifications for the work done to the invoices for work per- 
formed on unit-price contracts 


c. Ascertain whether correct base dates have been used in a calcul 


11oOl 
of labor and material escalation charges in escalated contracts 

d. Make certain the contractor has segregated charges properly betweet 
contracts where he has lump-sum and cost-plus contracts at the same 
location 

e. Examine payments of overtime premiums in addition to lump-sum 
or unit-prices, where contracts specify a 48- or 56-hour week 

f. Ascertain whether arbitrary percentages have been used in lieu of 
the more complex calculations involved in the determination of 
actual costs, under cost-plus contracts, for such items as insurance, 
payroll taxes, and similar costs 


Review for indefinite specifications in the contract and for applica- 
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tion of overhead rates to bases other than those for which the con- 
tract calls 


[ know of a recent case in connection with the furnishing and erecting 
of facilities where the prime contractor under the escalation clause in a 
subcontract charged excessive labor costs of approximately $7,000 by apply- 
ing the percentage increase in average labor rates to the estimated labor cost 
in the lump-sum price, which was contrary to the escalation terms in the 
prime contract. Servicing of the contract by internal auditors under an 
audit clause inserted in the contract resulted in the recovery of this improper 
charge. 


In another construction contract audit the actual increases in material 
costs could not be determined from the records of the subcontractor, whose 
method of determining material escalation erroneously assumed that all 
materials were purchased and all price increases occurred during fabrication. 
[valuation and verification by internal auditors, who based material charges 
on the percentage increase determined from the average of the government 
indices (specified in the subcontract) between the base escalation date in 
the prime contract and the final shipping date of the equipment, resulted 
in a reduction of approximately $4,000 in material escalation charges in- 
voiced by the prime contractor. 


My experience with procurement auditing of large purchasing depart 
ments and operations convinces me that a responsibility and functional test- 
check audit involving an intensive coverage of a small segment is the most 
productive audit approach. Although concentration at one time on a small 
segment of the organization admittedly sacrifices broader coverage, it is 
compensated for by the opportunity for the auditor to detect many important 
matters which otherwise might escape his attention, and enables the auditor 


to know and understand all the facts. 


CONCLUSION 


In conclusion, | can assure you, as the result of personal experience 
with procurement auditing, that a proper audit will provide beneficial assist- 
ance to value-minded purchasing management, for profit-making in the 
broad company sense has definitely been written into the job specification 
for purchasing. 1 want to encourage you internal auditors to help your 
purchasing management in maintaining administrative control over the 
operations for which they are responsible. Your constructive help offered 
in a spirit of friendly cooperation will be most welcome, for we in pur- 
chasing know that help with our problems through review and appraisal 
by someone outside the purchasing organization who knows the company 
and whose authority top management recognizes will permit us to cor 


centrate on our principal work of purchasing for profit 








CAN DEVOLUTION OF MAN- 
AGEMENT CONTROL BE 
OVERDONE?" 


By H. P. BARKER 


Chairman, Parkinson Cowan Limited 


HE title is a rhetorical question. A rhetorical question is a device like 
a washing line on which all the laundry of one’s pet prejudices can bh 


hung out to air. So here follows a personal wash day 


It is quite obvious that the need for devolution is partly a problem of 


size and partly one of the complexity of the undertaking. Devolution is not 


automatically a virtue; it is, indeed, a necessity in most cases, although 
danger in some. It is fairly clear that the objectives of management are of 
two general kinds. The first kind is that of doing the right thing and the 
second kind is stopping the wrong thing. There is, I think, a very real 
distinction between these. Businesses arrive and flourish because during 


their formative period they did the right thing 


g, but having arrived at a 
plateau of stability they stay where they are by the avoidance of mistakes 
In other words, there is a subtle change which must take place in all organiza 
tions when they pass from the “arrival” to the “survival” stage. At 1 


stage, organization tends to dominate individual inspiration 


WHY COMPANIES GROW 


It may now help to take a peep at the pathology of commerce and lool 
at the reasons why companies grow to large size. I suggest that ther 


a 


eight separate motives which can be discerned 


First, to exploit a naturally expanding industry. From this straight 


forward and healthy urge many great companies have grow! 


Second, to rationalize marketing, for it is a logical, though not always 
desirable, thing for two erstwhile competitors to group together, so bette: 


to exclude the third parties 

Third, to reduce manufacturing costs by rationalization of productio1 
On the whole, this is rather rare because when companies merge, the internal 
forces in the separate entities generally contrive to maintain the identity of 
the separate components even though this may not be ultimately economical 


Fourth, to protect or develop sources of raw material. There are not 


* Reprinted from The Accountant, April 27, 1957.. Originally delivered at a | lon 
Chapter meeting 
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many cases in this category, although there are some outstandingly large 
ones. 

Fifth, to invest undistributed profits. A rich company will often grow 
by the simple process of investing its surplus profits in other enterprises. 
Incidentally, shareholders often grumble at this as they say, not unnaturally, 
“Why not hand us the surplus profits and let us invest them how we like.” 

Sixth, to make a profitable flotation. Many big companies have been 
born in the Stock Exchange and not in the workshop. 

Seventh, to satisfy executive megalomania. It is horribly true that this 
is also a common cause. 

Eighth, by an act of nationalization. 

You will notice that of these eight reasons, only four are exclusively 
economically founded, from which you might infer that in the other cases 
the companies which result from these growths may be something less than 
the sum of their parts. 


Now let us return to the problem of devolution. We see that in a high 
proportion of the cases, the concerns are bigger than they need be, and 
thereby their management problems are automatically rendered more diffi- 
cult. 

Reduced to its simplest terms, the case for general management devolu- 
tion rests on the following propositions : 

The quantity of general management decision required to be made in a 
diversified business greatly exceeds the working capacity of one man; partly 
because of the absolute quantity of the problems, and partly because of com 
munication difficulties. The raw material for such decisions must often be 
an appreciation of the given problem obtained from functional executives 
geographically distant from the central management. This needs a physical 
and personal access to the subordinate functional executives so that when 
decisions are made their differences can be reconciled and their actions 
co-ordinated. 

Paper does not help too much. Complex problems look different at the 
places where they arise than they look when they are put on paper. Paper 
and figures are often insensitive tools for conveying complex problems. 
\s general executives have to be developed in any business, they can be 
tried out and proved only if there is sufficient devolution of general author- 
ity to incubate rising general management talent. 


RISKS OF DEVOLUTION 
The risks involved in devolution fall under three headings : 


A possible lack of control ; 


Can Devolution of Management Control Be Overdon 4] 


A possible weakening of personal responsibility ; 
\ possible increase in administration cost. 

The first risk becomes appreciable in a group of manufacturing com 
panies if the managing director, having devolved responsibility for the 
operation of divisions, allows himself to drift out of touch with the realities 
of each situation. It can then happen that he does not know enough of the 
facts and the feel of the business to frame policy correctly. He can be 
thwarted in compelling the execution of policy by being “blinded by science”’ 
by his subordinate managements, or thwarted by inertias which he lacks 
the leverage to overcome. 

On the second point it can happen that when management is devolved 
there develops a tendency for the subordinate management to think that 
“they’’—that is, their seniors—are carrying the ultimate responsibilities. 
The carrot of incentive becomes removed and the stick of compulsion less 


hurtful. Not all men react well to thé absence of a proximate boss 


On the third point one must recognize that sometimes group organiza- 
tions are built by overlaying one set of executives, who are perfectly capable 
} 


of running their businesses, by another and superior set, no more capable 


than the first, but paid more money. This is a most disagreeable and enervat 


— 


ing situation for any large organization to reach, and it is fairly common. 


The fact is that two executives viewing the same problem can be just as 


wrong as one and take twice as long to be wrong in 


INTERNAL AUDITING CAN HELP DEVOLUTION 


How does all this bear on accounting and internal auditing? It appears 
to me that if the function of accounting is accepted as comprising not only 
the preparation of figures but also their interpretation, it is necessary to 
devolve the functional control of accounting and administration in a similar 
way to that of the other functions, although for obvious reasons procedural 
disciplines have to be imposed more strictly than in the selling, manufactur 
ing or technical development functions. The modern trends of accounting 
in the technical sense seem, however, to verge towards centralization, and 
the advent of electronic computers may accelerate this trend 

It also seems to me that the existence of a strong internal auditing fun 
tion can go a very long way indeed to help the devolution of management 
control. 

I end as I began. An overcentralized authoritarian management is 
drinking a heady medicine, which like any stimulant can impair the judg 
ment. Devolved management can, on the other hand, bring with it sedative 
qualities, unless the measure of devolution. adopted is matched by a corre 
sponding measure of forceful policy-making at the center and a forceful 


insistence that a policy once made is carried out. 











ARE THERE ACCOUNTING 
PRIN CIPLES?* 


By J. R. M. WILSON 


Partner, Clarkson Gordon and Company 


MAKE no apology in discussing with a group of internal auditors the 

subject of accounting principles. While your day-to-day work may be 
more closely related to the formal systems of managerial control, and par- 
ticularly the system of internal control within the organization, you ar 
very often the ones on whom the management must rely to see that proper 
accounting principles are being followed. Very often you will be the first 
to be in a position to detect variations from accepted principles. And while 
I would hope your external auditors would catch such deviations, even if 
you missed them, I know from expegience how much more satisfactory 
is when such deviations are caught at the time, or shortly after the time, 
they occur—and before the management must face up to a difference be 
tween the year-end statements which they envisaged and those which their 
auditors think are proper 

This title may suggest to you that I plan to treat the subject of account 
ing principles as though it were a detective story. I suppose it would be 
possible to deal with it in that way and, like a good detective story, lead 
you down various false alleys until at the end you find the answer. And, 
of course, if it is a good detective story, the answer should be a surprise to 
the reader. But accounting principles do not lend themselves to the fast pace 
of the detective story, and I am afraid that if I tried this approach you 
would do the equivalent of closing the book. So I suggest we look at the end 
of the story, and I will tell you now the answer to the question. Yes—there 
are accounting principles—at least the accountants say there are—although 
they may not be just what the uninitiated would think when they hear the 


phrase. 


WHAT ARE ACCOUNTING PRINCIPLES? 


\ more honest title for our discussion would probably be—“What are 
accounting principles, and where are they to be found?” The term, account- 
ing principles, is a lofty phrase which has been used for many years by 
auditors to scare their clients into agreement. In fact, it sounds something 
very much like the Ten Commandments, which I suppose are the moral 
principles on which our society is built. But accounting principles are not as 
specific as are the Ten Commandments, and you certainly cannot find them 
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in any one place. And even if you could bring them all together in one place, 
you would find that when you came to apply them, two or more might be 
partially applicable and varying results would ensue depending upon the 
actual choice made. I suppose this is not entirely surprising, as it is possible 
to find conflict even within the Ten Commandments when you come to 


apply them to a particular situation. 


Because accounting principles cannot be found in any one particular 
place, and because they do not have that high moral authority which is 
associated with the word “principle,”” some people have concluded that the 
do not really exist. 1 remember when the 1948 Income Tax Bill (Canadian ) 
was introduced, it was provided that taxable income would be determined 
in accordance with generally accepted accounting principles. The phras« 
was welcomed by accountants and obviously had been suggested by then 
But when the Bill came up for discussion at a Tax Foundation meeting 
called for that purpose, the lawyers present put the chartered accountants 
under a cross-examination as to the meaning of the words. I understand 
that one of the chartered accountants wilted under such examination and 
finally said, “Accountants have no principles.” This, of course, was bad 
advertising for the accounting profession, and it also resulted in deletion of 


the phrase from the final bill. 


The misunderstanding which arose at that time was due to two factors 
First—“principles” is a word with more than one meaning, or at least more 
than one shade of meaning. Thus we refer to a man of high principles, and 
we think of one whose conduct is undeviating as he treads the path of 
righteousness. But principles also mean rules: of general application, and 
in fact the word is so used in discussing such things as “principles of law” 
or “principles of economics.” The noun “principles” in the phrase “principles 
of accounting” should be used in that sense only, Accounting principles are 
not unchanging rules handed down from the mountain top to mankind, 
but rather, rules of general application within the field of accounting 


The second cause of misunderstanding is that accounting itself, whicl 
is an art applied to measure the result of financial transactions, is not stati 
Better ways of measuring capital or income, or whatever it is desired to 
measure, are being developed every day and will continue to be for many 
years to come. It would be a poor profession that could not improve on the 
work it had done yesteryear, But, in addition to the changes or progress 
within the art, it must also be remembered that Society looks to accounting 
for different measurements at different times. Consider, for instance, the 
very different conditions which accountants have had to deal with over the 
past century and a half. Prior to the latter part of the 19th century, account 


ing dealt largely with estates, the relative interests of life tenants and 
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remaindermen, the accountability of trustees and the results of voyages or 
other single ventures. Accounting principles were developed to deal with 
such problems, many of them by the courts and some by usage. However, 
after the midpoint of the 19th century there was a rapid growth of limited 
liability companies and with that growth came the need to protect creditors, 
for no longer were the proprietors personally liable for the debts of the 
business. Thus, it was particularly important that care should be taken to 
avoid payment of dividends which would impair the capital of the company ; 
so the accounting profession developed techniques and procedures designed 
to ensure that the capital was properly preserved to protect the creditors. 
It was not until the 20th century, in fact, not until the 1920s, that the income 
account became a matter of great importance. The desire for liquidity with 
the growth of stock exchanges and the increasing divorce of management 
from ownership made information affecting share values of tremendous 
importance. And, in the long run, it is the earning power of a business (or, 
more correctly, its expected earning power) which determines the value 
of its shares. At the same time that the earning power idea was becoming 
more and more important to the business community, the balance sheet was 
becoming of less importance as bankruptcies became less common, for a 
variety of reasons. 

Now, if you are going to put all of the emphasis on the balance sheet 
position of a company and be thinking in terms of its creditors and of the 
possibility of impairing capital, as was the case until twenty or thirty years 
ago, two things are going to happen. First, to be sure that you are not mis- 
leading anyone, you will be careiul not to over-value assets nor to under- 
value liabilities. But in doing so, you run the risk that any error due to 
conservatism in the balance sheet of this year may result in an overstatement 
of future years’ income. Also, your vision will be to some extent myopic, 
and the profit and loss account will not receive the scrutiny it should. Thus, 
the dividing line between profit and surplus may be blurred or ignored, for, 
after all, it does not affect the balance sheet picture. 

These conditions certainly existed in the early years of corporations. And 
remember, as late as 1933 some public companies in Canada were issuing 
only balance sheets to their shareholders and not statements of profit and 
loss. Today the emphasis is certainly on the statement of profit and loss, 
and in consequence we may be under-rating the importance of the balance 


sheet to some extent. 


ADAPTATION TO CHANGING REQUIREMENTS 


Over the past twenty or twenty-five years the accounting profession 


has been adapting itself to these changing requirements. As a result, its 
body of accounting principles is today many times the size of what it was 
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at the beginning of the period and has assumed an importance to the prac- 
ticing accountant which his predecessor of twenty-five or thirty years ago 
would have found strange. For his predecessor knew that a conservative 
balance sheet position was really all that was necessary if he was to fulfill 
his function of making sure that the company’s capital position was not 
overstated. 


Where is this new body of accounting principles to be found? First, in 


the day-to-day practice of the public accountant, accounting principles are 
heing developed. And if you study the published balance sheets of Canadian 
companies for a period of years you would soon become aware of what 
progress is being made along these lines. Then again, you will find them 
developed in accounting literature—both magazines and textbooks. But the 
clearest and most authoritative expositions may be found in the published 


statements of various accounting bodies. 


Ig 

The American Institute of Accountants was the first accounting body 
to give formal recognition to accounting principles. The financial excesses 
of the 1920s brought the accounting practices of that period under public 
scrutiny. During the early *30s the American Institute of Accountants 
worked closely with the-New York Stock Exchange with a view to develop- 
ing a body of accounting principles which would govern annual financial 
statements. 


DEVELOPMENT OF STATEMENTS OF PRINCIPLES 


However, the public was in no mood for self-reform by the Stock 
xchange, and with the election of the Democrats in 1932 came the demand 
for legislation respecting securities which culminated in the creation of the 
Securities and Exchange Commission. This body was given authority to 
set out what were the accounting principles that should be applied in annual 
financial statements. I need hardly say the public accountants were not at 
all happy with the situation. Faced with the possibility of having rules laid 
down by those not entirely familiar with the problems, the American Insti 
tute decided that the only proper solution was for the accounting profession 
to take the initiative. In 1938 the Institute formed a committee on accounting 
procedures and authorized it to publish Accounting Research Bulletins. Over 
the years from 1939 to 1953 a total of 42 bulletins were published. Six related 
to terminology, and the balance to the definition of certain accounting princi- 
ples which the committee felt could be considered to be generally accepted 
In 1953 a codification of these various bulletins was issued as Accounting 
Research Bulletin No. 43, which is probably the most comprehensive state- 
ment of accounting principles which has been published by anybody to date 
It was never intended to be complete; it lias already been added to by five 


further bulletins, and undoubtedly from time to time more will be issued. 
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About two years after the American Institute was set up, a committee 
of the English Institute was formed to do a similar job in that country, 
and from time to time it has issued bulletins on matters of interest to Eng- 
lish accountants. 


CANADIAN BULLETINS ON PRINCIPLES 


In 1945, the Canadian Institute of Chartered Accountants formed a 
committee on Accounting and Auditing Research; to date that committee 
has issued 13 bulletins. I think you should be aware of these bulletins, as 
your auditors are certainly aware of them and undoubtedly are giving effect 
to them in their practice. Certainly the subjects covered are not as compre- 
hensive as those of the American Institute, but they do represent Canadian 
practice, and I think you should be particularly interested in what Canadian 
chartered accountants are doing in this field. 

The first bulletin, which was issued in 1946, deals with standards of 
disclosure in annual financial statements. At that time we were aware of 
the great strides that had been made in the United States and the more 
complete disclosure which was being made as a result of the Securities 
and Exchange Commission. We felt that Canadian standards were very 
markedly below those of the United States and that if something were not 
done to improve our standards we would be faced with a demand to establish 
a similar body here. I think at that time we might have been unduly appre- 
hensive as to the dangers of a Securities and Exchange Commission. But, 
be that as it may, there is no question this bulletin was designed to bring 
Canadian standards up to a point where, if not as high as those of the United 
States, they would at least be high enough to eliminate the worst deficiencies 
of the day. Today the standards suggested do not look to be very lofty. 
Compared, for instance, with the Corporations Act of Ontario, which was 
enacted in 1953, they seem to be quite mild indeed. I think, however, they 
did have the effect of improving the standard of reporting in annual financial 
statements, and to that extent at least we achieved our purpose. 

The second bulletin dealt with the financial statements and other matters 
relating to prospectuses. The conclusion of the war brought a rush of moose 
pasture financing in and around Bay Street which some of you may remem- 
ber. For a great many years previously auditors had had no experience with 
prospectuses, and we found that many financial statements were being in 
cluded in prospectuses which the auditor did not even know about. Some- 
times, when the auditor did know that his report was being used, he did 
not realize what his responsibilities were. At the time it was issued, the 
bulletin was considered to be somewhat radical and far beyond the ordinary 
practice of the time. With hindsight it appears much less than that, but this 
is probably due to the fact the bulletin was adopted by the Ontario Securities 
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Commission along with Bulletin 1 and enforced as their regulations. As 
you know, a law is much more likely to be observed when policemen are 
employed than if it is merely left to the sense of citizenship of the com- 
munity. 


These first two bulletins might therefore be considered as our effort 
to set up a standard of disclosure which would cover at least part of the 
ground covered by Regulation S-X of the Securities and Exchange Com- 
mission. The other eleven bulletins which have been issued fall into fou 
different categories. Bulletins 3, 8, 10 and 12 dealt with topical subjects 
Bulletin 3 (which has since been superseded by Bulletin 12) was issued in 
June 1948 and discussed the accounting treatment of income taxes as a 
result of carry-forward and carry-back of losses. This was a brand new 
complication which had to be faced for the first time when these deductions 
were introduced into income tax legislation. It also dealt with adjustment 
of tax liability of prior years. There were a great many such adjustments 
in those days as standard profit claims and renegotiation proceedings, which 
had dragged on over a period of years, were being settled in amounts com 
pletely different from those provided for in the companies’ accounts. In 
addition, there was the problem of the refundable portion of excess profit 
taxes which started to come back, and we were anxious to avoid over 
stating the profits of the post-war era by crediting such amounts in the year 
in which they were received. Four years later, in March 1952, another 
bulletin was issued dealing with the accounting problems arising out of 
deferred depreciation regulations which had been introduced at the begin 
ning of the Korean War. Again, in September 1954, the committee faced 
up to another topical problem when the repeal of Section 1100(4) of the 
Income Tax regulations resulted, in some cases, in wide differences betwee 


taxable income and the profits before income taxes 


In each of these four bulletins the committee was primarily concerned 
with giving guidance to the profession on new matters where generally 


accounting practices had not yet had a chance to develop. 


Bulletins 4 and 5 were an attempt to codify certain accounting principles 
relating to the allowance for bad debts and the meaning of the term of cost 
as used in inventory valuation. To some extent they were topical for, in the 
case of bad debts, many companies found that they had excessive allowance 
as a result of the great improvement in credit conditions during the war 
and early post-war years. At the same time, the new Income Tax Act made 
it clear that the former rule of thumb employed by the tax department 
would no longer be acceptable, and the companies would have to justify 
the reasonableness of their allowances. The bulletin relating to inventory 


was also topical, for it dealt with the question of whether LIFO was a 
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proper basis for determining inventory costs. It dealt with many other 
things, as well as those inspired by the proposed new Income Tax Act, 
and the then expectation that in future taxpayers would have to defend their 
accounting practices as being in accordance with generally accepted practice. 


BULLETINS ON AUDITING 


In Bulletins 6, 7 and 13 the committee turned its attention to auditing. 
In Bulletin 6, in particular, it laid down some standards which had been 
followed by many of the profession, but which unfortunately had not been 
followed by all. The committee went on record as recommending that the 
auditor should express an opinion in his report on the statement of profit 
and loss and surplus as well as the balance sheet, even though this was not 
required by The Companies Act. The committee also gave recognition to 
the extent to which an auditor may reduce his examination to a test basis, 
and the extent to which it could be carried out at dates other than at the 
balance sheet date. Further, the committee dealt with a case where the 
auditor’s examination had been limited and the extent to which, in such 


circumstances, he might be unable to report on the statements as a whole. 


Probably the most obvious practical result of the bulletin was the 
recommendation of a standard form of auditors’ report, something which 
had never developed in Canada to that date. Until then most firms of char 
tered accountants developed their own form of report, and each considered 
its own as being superior to any other. This was all right for the practicing 
chartered accountant, but it was a little hard on the reader, who had to 
guess whether there was any significance to the difference of wording used 
by one firm or the other. I am glad to say that, over four and one-half 
years since this standard form of report was introduced, it has been very 


generally adopted. 

A supplement to that bulletin issued in September 1954, dealt with the 
amendments which would be necessary in the standard form of report in 
order to comply with the new Ontario Corporations Act and emphasized 
that, in the absence of disclosure to the contrary, it was implied that there 
was a consistency in the application of accounting principles from year to 
year. 

Bulletin 7, also on an auditing topic, dealt with the auditor's responsi- 
bility for the verification of the inventory figure. In that connection, we 
stated that the auditor should review methods, test quantities shown on 
rough sheets with perpetual stock records, test the pricing of the inventory 
and its clerical accuracy. We discussed the practice followed in the United 
States in connection with the observation of inventories and, while giving 
it a pat on the back, we stated that it could not be said to be the generally 
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accepted procedure in Canada except in the case of companies filing wit! 
the Securities and Exchange Commission in the United States. 


The latest bulletin dealing with auditing problems, Bulletin 13, is entitled 
“Statements Without Audit.” This has been a lively topic for discussion 
among our practicing members for some time, and the discussion has tended 
to center on the point of whether it is appropriate for the accountant to use 
his own stationery when he is not in fact expressing any opinion on the 
statements. To the surprise of some, the committee brushed this point aside 
by saying that it was not particularly important whether plain stationery 
or printed stationery was used. What they did stress was the importanc« 
of any practicing accountant maintaining his professional integrity in con 
nection with any statement with which he is associated, whether as auditor 
or as accountant, and the importance of making an appropriate disclaimer 
so that the reader will not be misled into thinking that an audit had been 
made where such was not the case. The bulletin will be of particular interest 
to those accountants, and particularly those younger accountants, whose 
practice includes a great many clients where an ordinary audit is not made 
because the management feels it is unnecessary. As auditors we can agrec 
that this is a short-sighted view. But unfortunately it does exist, and the 
bulletin should be helpful in laying down rules of play for such occasions 
USE OF TERMS “RESERVE” AND “SURPLUS” 

Bulletins Nos. 9 and 11 primarily deal with terminology, although a 
reading of them will show that it is impossible to discuss terminology with 
out moving over into the field of accounting principles 

Bulletin 9 is entitled “The Use of the Term Reserve and Accounting 


for Reserves.” The profession had become concerned with the misundet 


standing by the public as to the meaning of the word “reserve” and fel 
s . 4 


that much of it was due to the loose way in which we applied that word 
for different purposes. For instance, we had reserves for doubtful account 

reserves for depreciation, reserves for income tax, reserves for contingencies, 
sinking fund reserves, etc. The committee came out strongly in favor of 
eliminating the word entirely except where it represented an appropriation 
from surplus either at the discretion of the management or in accordance 
with the requirements of some trust deed, letters patent, etc. In that way it 
was felt that the word would be limited to what the general reader under 
stands it to be; namely, something set aside for future use, but not now 
required. Having reached that conclusion the accounting principle developed 
that a true reserve of this nature should not be charged in arriving at the 
net profit for the year, and equally, that amounts released from sucl 


reserves should not be credited in determining the profit for the yea 
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Sulletin 11 did for the term “surplus” what Bulletin 9 did for the 
term “reserves’—a tidy-up job. It said that all surplus should be classed 
as either contributed surplus or earned surplus. It made clear that capital 
gains belong in earned surplus ; it also said that the phrase “capital surplus” 
should be discontinued as its meaning was uncertain. It dealt with the so- 
called surpluses from appraisal by stating that in the opinion of the com- 
mittee they were not surpluses at all, but should be described as an excess 
of appraised value of fixed assets over cost. The bulletin also dealt with 
how earned surplus and contributed surplus could be utilized. 


Changes in terminology do not come about overnight, but it is encourag 
ing to note that, since Bulletins 9 and 11 were issued, an increasing number 
of companies each year have adopted the definitions set out in these bulletins. 
In addition, Ontario companies are required to follow the bulletins, if they 
are to conform with the Corporations Act of that province, for the account- 
ing sections of the Act were written with the intention that all Ontario 
companies should account for surplus and reserves on a basis similar to 
that recommended by the Accounting and Auditing Research Committee. 


ACCEPTANCE OF PRINCIPLES 

While statutory enactments and the regulations of the Ontario Securities 
Commission have helped to ensure that certain bulletins were adopted, | 
think it would be fair to say that all of the bulletins have received very wide 
acceptance by Canadian companies and their accountants. The Accounting 
and Auditing Research Committee is not unaware of its responsibility in 
issuing such bulletins, and I can assure you that it does not do so lightly or 
without taking into account the criticism of any and all interested parties 
which it thinks should be consulted. 


I hope I have not confused you by explaining at length why the answer 
is “yes” to the the question “Are There Accounting Principles?” Indeed 
there are accounting principles. They may lack that permanence or high 
moral authority that their name implies, and I am afraid that this is the 
one point of my talk that you will remember when your auditor next raises 
the issue. But also remember that a good many accounting principles are 
pretty sharply defined and that there is an obligation on every company 
which issues a financial statement not to deviate from them unless circum 
stances justify such deviation and full disclosure is made 


Personally, I think it is a good thing that these accounting principles 
have developed if we want to continue to live under our present economic 
system. They are part and parcel of the honest means of communication 
which must be found if the public is to have confidence in the integrity of 


financial statements and in the management of companies that issue them 
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UCH has been written and spoken on the benefits to be derived from 

the promotion of harmonious employee relations. The time has come 
when the internal auditor should give more thought to his own relations 
with the employees, since the nature of his work brings him in close con- 
tact with so many employees. At one time the auditor was primarily con 
cerned with the detection of fraud and the protection of assets, and some of 
the attitudes with which he did his work resulted in his being regarded by 
the employees he audited with the same degree of affection as the tax 
collector. To some extent the auditors have outgrown this prejudice as 
the scope of their activities and responsibilities increased. Much remains 
to be done, however, to promote good relations between internal auditors 


and employees. 


The duties of the internal auditor are such that most of the employees 
with whom he deals are not under his supervision, but in some respects 
they are required to explain or justify their work to him in much the same 
manner as they would to their line supervisor. Moreover, a good share of 
the work of the internal auditor involves an examination of records or pro 
cedures outside of the accounting department, and in some cases, particularly 
in connection with payroll audits, he may come in contact with nearly every 
employee in his company. In many companies he may be the only person 


with authority to cross departmental lines in the performance of his duties. 


This quasi-jurisdictional character of his duties over a wide area of 
his company’s operations provides the auditor with an unusual opportunity 
to make the most of his talents. But it also obligates him to employ a great 
deal of tact and judgment in dealing with other employees. The value of 
the internal auditor to management is dependent to a considerable extent 
upon his ability to cross departmental lines effectively without incurring 


the enmity or resistance of people in other departments 


TRAITS NEEDED BY INTERNAL AUDITORS 


Occasionally, the auditor will be unable to obtain the answers to his 
questions from the employees who are performing the work being audited 


because problems of divisional or departmental policy are involved. In 
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such cases, the auditor must deal directly with the supervisors or depart 
ment heads who originate the policy. The auditor’s duties in such cases 
require unusual tact and judgment, because he must obtain cooperation 
from individuals in obtaining information about which they may subse 
quently be criticized as a result of the audit. 


The auditor must have a high degree of adaptability, particularly when 
making initial audits in a field with which he is relatively inexperienced. 
He must deal with unfamiliar records, procedures, and personnel and orient 
his thinking so that he can understand the problems involved from the point 
of view of the department being audited as well as from the viewpoint of an 
auditor. It is also important during such audits that he be aware of his 
limitations as well as his abilities. He should be an expert in the field of 
accounting and internal controls, but, except in rare instances, he is unlikely 
to be adequately trained in the fields of engineering, law and other technical 
subjects and should not attempt to pass judgment on the technical aspects 
of such work being audited. 


In his review of procedures and internal controls he must be prepared 
to criticize procedures and controls in effect and yet be constructive about 
ways for improving them. It is not always easy to maintain a proper balance 
in this respect, for many auditors feel that internal auditing requires much 
more of the critical than the constructive approach. Another paradox in 
the mental equipment of a capable auditor is that he must have a knack for 
handling a substantial volume of detail, and at the same time be able to see 
beyond the detail and visualize the total effect of the work being audited 
Here again, it is difficult to achieve a perfect balance, for an auditor who 
enjoys detail may tend to ignore the basic objectives of an audit, while an 
auditor who detests detail is unlikely to be thorough enough to accomplisl 
the objectives of the audit. A final qualification of an auditor is that he must 
be able to maintain a friendly relationship with the personnel whose work 
he is auditing, and yet be sufficiently aloof or reserved so as not to jeopardize 
his authority as an auditor. 


MAINTAINING GOOD WILL 


\ number of techniques have been developed for maintaining good will 
with the personnel whose work is being audited. It may be worth our while 
to consider some of them. Some of these techniques are obvious, and many 
auditors will employ them instinctively. For example, most auditors plan 
their audits so as to minimize the disruption to normal operations of the 
offices being audited. Peak periods of workload are usually avoided when 
it is possible to do so. Even in those cases where the audit is of a surprise 


nature, such as cash or payroll audits, auditors usually try to choose a time 
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for the audit which will not seriously disrupt operations insofar as this can 
be done without jeopardizing the objectives of the audit. Auditors have 
found that supervisors are less likely to be cooperative with auditors when 
they are harried by peak schedules. The auditor is not only being considerate 
when he plans an audit on this basis ; he expedites his own work as well. 


Most auditors have learned that there are certain housekeeping habits 
which should be observed when they are performing an audit. When the 
auditor has occasion to examine the contents of correspondence, invoice 
or other files he should make it a point to leave the material as neat and 
orderly as he found it. An operating supervisor who tries to maintain high 
standards in housekeeping practices is hardly likely to welcome an auditor 
who makes a mess of the records and files. Since the auditor must usually 
pass judgment on housekeeping practices as part of his regular auditing 
operations, it is important that he set an example if his recommendations 
on this subject are to be seriously considered, 


Another subject on which line supervisors are inclined to be sensitive 
is the auditor’s handling of requests for information and records. As a 
general rule the auditor should channel all requests through the supervisor 
and give him the opportunity of either arranging to obtain the required 
records and supply whatever information is needed, or to indicate to the 
auditor who will handle these matters for him, There are several advantages 
of routing requests through the supervisor. He is, of course, in the best 
position to judge which of his employees have the time available to spend 
with the auditor and which are most capable of furnishing the information 
the auditor needs. Such an arrangement will minimize the interruption of 
operations in the office and will expedite the auditor’s work as well. The 
auditor, however, must not permit the line supervisor to interfere with the 
objectives of the audit or hamper the auditor’s operations in any way. To 
some degree the auditor’s aims may be opposed by the supervisor becaus¢ 
of reluctance to furnish data upon which he may subsequently be criticized. 
If, for example, during a cash audit the auditor is verifying the adherence 
to certain control procedures and feels that the explanation he has received 
does not coincide with actual practice, he may find it necessary to question 


some of the employees performing the work to satisfy himself on this matter. 


The auditor should never criticize an employee directly or to another 
employee. If any occasion for criticism should arise, he should discuss the 
matter only with the supervisor concerned. An auditor should deliber- 
ately develop a reputation of being able to keep things to himself, since 
such a reputation can be an asset in conducting an audit. Employees will 
feel more free to discuss their work with him, and he will obtain a much 


more accurate impression of the operations in an office than he would if 
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he is regarded as a member of the “gestapo.” One of the objectives of any 
audit is to review the operating performance of employees, and he will find 
this to be a difficult task, insofar as this can be done on the basis of observa- 
tion, unless the employees have sufficient confidence in him to behave more 
or less naturally. 


Another trait which the auditor must curb, particularly in those cases 
where his company has a number of district offices, is any tendency to 
discuss in one office the employees, efficiency, volume of work or any 
similar matters relating to another office. It makes little difference as to 
whether the remarks are favorable or unfavorable to the office concerned. 
'f they are favorable, the auditor will be considered as being prejudiced in 
favor of that office ; if unfavorable it will be suspected that later on he will 
he equally critical of the office he is auditing. There are some exceptions, 
of course. I know of an instance when a comparison between offices was 
used effectively in improving the accuracy of cash handling operations. Onc 
of the offices had an unusual volume of cash overages and shortages, and 
while the individual differences were not too great, the total effect was that 
their gross difference per month exceeded the combined differences of the 
other offices in their division. This comparison was finally brought to the 
attention of the office concerned, and a noticeable improvement in their 
accuracy followed. However, as a general rule it is not advisable for an 
auditor to make such comparisons. An auditor’s reputation for impartiality 
will be based to a considerable extent upon his ability to keep his mouth 


shut. 


Some auditors make the mistake of trying to initiate changes in pro- 
cedure at the time of making an audit. As a rule the interdepartmental 
authority given to the auditor extends only to the maintenance of existing 
procedures and not to the initiation of new procedures or discontinuance 
of a procedure. The latter functions are normally handled by the issuance 
of an audit report containing the auditor's findings and his recommendations 
for initiating, revising, or discontinuing procedures. The report is then sub 
mitted to the individuals who are responsible for the operations covered 
by the audit; the auditor’s recommendations are weighed; and a decision 
is made as to what procedural changes are to be made. If the auditor 
attempts to initiate changes in procedure on the basis of his own judgment, 
he is not only imposing upon the line supervisor concerned but is by-passing 
management levels in his own department as well as in the department 
being audited. This is not the way to win friends and influence peopl 
What the auditor can do, if he feels strongly that a change in procedure 
should be made, is to sell the line supervisor on the advantages of the 
proposed procedure so that when the latter’s supervisor discusses the matter 
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with him, he will understand the auditor’s point of view and will b 
familiar with the procedure and what it is expected to accomplish 


REQUESTS FOR AUDITS 

\n auditor's acceptability is established when a supervisor requests that 
his division be audited. This is a fairly frequent occurrence in those organ 
izations where the auditor has established a reputation as a trouble-shooter. 
When supervisors are running into difficulties, particularly in the area of 
internal controls, and they suspect that the current procedures are not 
entirely satisfactory, they may request an audit as the quickest way of getting 
the matter cleared up. Sometimes these requests turn out to be extremely 
important to the auditor. I recall on one occasion that our collection super- 
visor brought to my attention an electric service bill stub on which the paid 
stamp impression had been altered to agree with the discount date, or duc 
date, of the bill. Our investigation of this irregularity ultimately disclosed 
a case of lapping of collections. 

Requests for audits or investigations are frequently received from othe1 
departments of our company. As a result we have reviewed procedures and 
internal controls for such diverse activities as insurance, cafeteria opera- 
tions, dental services, night watchman protective services, cost-plus cor 
struction operations, employee welfare, medical and hospital benefit services, 
school appliance sales plans, and contract and purchasing functions. In such 
cases, both the department requesting the audit and the accounting depart 
ment receive benefit from the audit. The department requesting the audit 
obtains an objective review of its activities by individuals who specialize 
in the field of internal controls, and invariably a number of ideas for worl 
simplification will emerge from such an audit. The accounting department 
obtains assurance that the internal controls relating to accounting matters 
originating in other departments are satisfactory, and frequently the audi- 
tors are able to suggest changes in source data which will simplify subse- 
quent accounting operations. In audits of other departments the auditor's 
relationship with the employees being audited is important because of the 


possible effects it may have in promoting cooperation between departments 


I 


and fostering an understanding of interdepartmental problems 


AUDIT REPORTS 
In any audit, one of the best ways for the auditor to keep the good will 


of the group being audited is to give the group supervisor an opportunity 
to review the findings and recommendations before the audit report is sub 
mitted. This will give the auditor a chance to “sell” the supervisor on his 
suggestions and recommendations and enable the supervisor to anticipate 


whatever changes in procedure may be necessary. Best of all, it gives the 
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supervisor a rebuttal on the auditor’s findings with an opportunity to 
justify himself or at least to talk the matter out of his system. On many 
occasions the supervisor will come up with suggestions or explanations 
which may give the auditor a different perspective on the procedures in- 
volved and permit him to present his findings and recommendations in his 
report to the best advantage. 


When an auditor receives an idea or suggestion for improving pro- 
cedures which is subsequently incorporated in his report, he should 
acknowledge the source of the suggestion and give credit for it. Recogni- 
tion should also be given in those cases where the auditor finds outstanding 
work being done. Auditors are somewhat inclined to feel that only critical 
comments are expected of them in their audit reports, but management is 
just as interested in receiving corroboration of the strong points in per- 
sonnel and operations as in learning where the weaknesses lie. Moreover, 
an audit report which presents a combination of positive as well as critical 
comments is niuch more readable and is more impressive than the com- 
pletely negative or neutral report. 


OTHER RELATIONSHIPS 

The internal auditor also has certain employee relationships other than 
those with employees being audited. One of these relationships concerns the 
procedures development people. In general, the development and auditing 
functions as they relate to internal controls are complementary, and the 
internal auditor should keep his activities in developing procedures to an 
absolute minimum, The obvious reason is that if the auditor develops the 
procedures he subsequently audits, he will lose his objectivity to some extent. 
In actual practice, however, when the internal auditor finds that extensive 
revisions of procedures are required, he usually performs some develop- 
mental work in determining what changes he should recommend and how 
the procedures can best be changed to achieve’ maximum internal controls 
consistent with efficient operation. In some cases it will be advisable to dis- 
cuss the matter with the development people before a determination is made 
as to what revisions should be made. The auditor should then recommend 
that the matter be turned over to the procedures development staff for work- 
ing out the details and revising the procedures. On the other hand, the 
development staff should keep the auditors informed of all changes in pro- 
cedure and furnish them with copies of all basic procedures as well as 
revisions to procedures which resulted from audit recommendations. Ideally, 
the relationship of auditing with development should be cooperative, with 
mutual exchange of information. There are some exceptions to the division 
of operations between auditing and development personnel, particularly in 


those companies where the activities of the auditors cross departmental 
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lines, but the scope of developmental activities normally does not. In such 
cases, when audits of other departments result in recommendations for 
revisions to procedures, the auditors may be called upon to develop the pro 


cedures, or the department may assign its own employees to this task. 


he auditor should be aware of his limita 


[ previously mentioned that t 
tions, particularly in the technical fields such as law and engineering, and 
should not attempt to evaluate operations beyond his technical training. 
The auditor, however, should not disregard such operations but should be 
on the alert for matters which should be brought to the attention of special- 
ists in these technical fields. For example, in connection with our audit of 
cost-plus construction contract work, we discovered that arrangements had 
been made to have one of our contractors at a power plant location outside 
of the metropolitan area arrange for ambulance service when necessary for 
any workmen at that location. Our company was to be billed for this service 
and would then rebill the contractor requiring the service. We objected to 
this arrangement because of the possible legal complications involving work- 
men’s compensation which might result from it. At our request the matter 


h our position, and 


was referred to the company attorney, who agreed wit 
the procedure involving company participation in such arrangements was 
discontinued. A consistent policy of referring technical matters to the 
specialists has resulted in a reciprocal arrangement whereby many account- 
ing matters, particularly those affecting internal controls, have been referred 


to the internal auditors. 


The auditor’s concern with human relations is not restricted to thos« 
involving employees. Unless the internal auditor participates in the con 
firmation of accounts receivable, his contact with the public at large is likely 
to be limited. There are a few instances, however, where his relations witl 
outside firms can be rather important. The first of these concerns the com- 
pany’s public accountants. There are many ways in which the internal audi 
tors can assist the public accountants. In the first place they can functior 
as a liaison with other departments of the company and arrange for the 
preparation of the various schedules required by the public accountants 
They can review these schedules and bring additions, deletions, or changes 
in accounts to the attention of the public accountants so that the required 
changes in schedules can be made. They can bring basic changes in account 
ing procedure to the attention of the public accountants for their review. 
There are many auditing functions where the activities of the internal audi 
tors tie in with the public accountants’ operations. For example, som 
phases of inventory and cash audits may be performed by the internal audi- 
tors and observed by the public accountants. The confirmation of accounts 
receivable made by the public accountants may be referred to the internal 
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auditors for an investigation of differences reported. To some extent the 
value of work performed by the public accountants will be influenced by their 
confidence in the internal auditors. In order that they can become fully 
aware of the activities of the internal auditors, they should be furnished 
with a copy of the internal auditors’ audit schedule at the beginning of each 


year and should receive a copy of each audit report as it is issued. 


Another group with which the internal auditors may keep in close con- 
tact consists of the internal auditors of other businesses. Internal auditing 
as a distinct function is a fairly recent development and is a fast-moving 
field, particularly as it is affected by electronic data processing and other 
accounting machines. For these reasons it is essential that internal auditors 
share their experiences and techniques in order to keep up with their profes- 
sion. This exchange of information is not a one-way street ; it is necessary for 
the internal auditor to give if he expects to receive. We have received som 
very useful information from other firms in the past, and this summer we had 
an opportunity to assist a smaller firm in setting up an audit procedure for 
cost-plus construction contracts, a field in which it was inexperienced. We 
met with the auditors of this firm, went over our procedure in detail, and 
furnished them with samples of the forms we use for the field work and the 
subsequent office operations. About a week later, after they had adapted 
this material to their own purposes, we took them out to one of our con- 
struction sites so they could watch the field auditing operations being per 
formed. 


Such exchanges of information save internal auditors as a group a 
substantial amount of time which would otherwise be spent in trial and error 


experiments to find adequate and efficient auditing procedures. The free 


exchange of information also permits the internal auditor to keep up with 
the latest auditing techniques and furnishes him with a yardstick which 


enables him to compare his own operations with those of other companies. 


In conclusion, I would like to point out that the principles I have dis 
cussed are not new, and many successful auditors have followed them 
either by instinct or by the use of common sense without recognizing that 
they were practicing good employee relations. Perhaps most of us manage 
our relationships with other employees in much the same way. I believe, 
however, that if we would make a conscious effort to analyze our actions in 
dealing with others, we could do a much better job in selling ourselves and 


our services to the other employees in our organization 








A QUARTER CENTURY OF 
INTERNAL AUDITING’ 


By BRADFORD CADMUS 


Managing Director, The Institute of Internal Auditors 


N congratulating the Accounting Forum on the attainment of the quartet 


; 
ot 


century mark in age and service, it is of interest that the founding 
the Accounting Forum predated the beginning of Tur Institute or INTER 
NAL Avupitors, which was organized in 1941, This, of course, does not impl 


that internal auditing was unknown as a business function in 1933, The 
b 


beginnings of internal auditing go back many vears before that date. Such 
a s > & - 

businesses as railroads, insurance companies, chain stores and others that 

had operating units in considerable numbers over large areas had found that 

auditing by their own employees of such items as inventories, cash and 

property was an essential of financial control, (The author of this artick 


was working as an internal auditor in a Bell System company in 1923.) 


By the time of the founding of the Accounting Forum in 1933, internal 
wuditing was recognized -and organized as a distinct function in a great 
many of the larger companies of the United States. Today, the extent of th 
acceptance of internal auditing is illustrated by the present status of the pro 
fessional society of internal auditing, Tue INstirute or INTERNAL AvuDI 
rors, which comprises thirty-nine hundred members from two t 


ompatic 5 


INTERNAL AUDITING AS A “GROWTH INDUSTRY 

It is sometimes difficult to set the exact point at which internal auditi1 
exists or is practiced in a business. A principal reason for this is that internal 
auditit 


exists in at least a rudimentary form in every business with mort 


ig 
than one employee. In a two-man operation, the owner or supervisor will, 
in the normal course of his supervision, be concerned informally with how th. 
controls that he has established over his employee are working in actual 
practice. Almost subconsciously, he will exarmine, appraise and make pro 


visions for improvements in control 


\s the size of the business increases, these same functions become mor 
formalized, and we may say that internal auditing comes into recognized 
existence when the examination, appraisal and recommendation become the 
responsibility of a distinct organization unit—the internal auditor. Our 
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further discussion will be concerned with the growth in the responsibilities 
and the practice of internal auditing as a separate function. 


As we have mentioned, internal auditing has been evolving in philosophy 
and practice over a number of years, In early 1941, there was published the 
first text on the subject, /nternal Auditing by Victor Z. Brink. This 
publication and various informal contacts between practicing internal audi- 
tors served to bring to many internal auditors the realization that they were 
in a field in which many others were interested. The result was the forma- 
tion in December 1941 of THe Institute or INTERNAL AvbiToRs, with 
twenty-four charter members. 


Tue Institute has provided a forum for exchange of experience be- 
tween auditors and a means*for crystallization and expression of the con- 
sensus of the philosophy and practice of internal auditing as a distinct pro- 
fession—with a distinct area of practice and distinctive approach and tech- 
niques. The purpose of Tue INsTITUTE is expressed in its motto, “Progress 
Through Sharing.” 


World War II and the subsequent industrial expansion have been major 
elements in the growth of the recognition and application of internal audit- 
ing. From a point of being principally concerned with financial operations, 
internal auditing has expanded its field so that the majority of today’s inter- 
nal auditors include many of the operating departments of their companies 
in their internal audit programs. 


This growth in scope is illustrated by the development of the original 
Statement of the Responsibilities of the Internal Auditor which was issued 
in 1947. In the definition it is stated that: “Internal Auditing deals pri- 
marily with accounting and financial matters, but it may also properly deal 
with matters of an operating nature.’ The broadening scope of internal 
auditing in the succeeding ten years made a more positive statement neces- 
sary in 1957: “Internal Auditing is an independent appraisal activity within 
an organization for the review of accounting, financial and other operations 
as a basis for service to management. It is a managerial control, which 
functions by measuring and evaluating the effectiveness of other controls.” 


This growth in responsibility was demonstrated through a 1957 survey 
made by Tue Institute. The tabulated results represented 322 companies, 
with 4,866,000 employees, and 5,700 employees in internal audit staffs. In 
these companies, 70 percent audit their purchasing departments, 50 percent 
audit sales departments and 30 percent audit production. (Actual proportions 
would be somewhat greater, since the total sample includes businesses 
for example, banks and insurance companies—that may have such functions 
as a very minor operation.) This broadened scope is the best possible indica 
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tion of the acceptance of internal auditing by business management as an 


important element of managerial control. 


The acceptance of internal auditing by private industry has been paral 
leled by growth and acceptance within the departments of the federal gov 
ernment. In 1957, the General Accounting Office published “Internal Audit 
ing—A Statement of Basic Principles and Concepts,” which in general 
outlined the essentials of an internal audit program of broad scope for 
governmental agencies. A number of these agencies use the Statement of 
Responsibilities and other Institute material in their internal audit train 


ing programs. 


The growth and the interest in internal auditing is not confined to the 
United States. Tne INstiTuTe has four local chapters in Canada, three in 
Central and South America and five in overseas countries. Subscribers to 
Tue INstiruTe quarterly are in forty-nine countries. A session on internal 


auditing was on the programs of the recent Seventh International Congress 


of Accountants in Amsterdam and the Inter-American Accounting Con 


gress in Chile. 


From this point of demonstrated advancement, it is of interest to give 


attention to some probable lines of development—where internal auditing 


seems to be going and the way along which it will go 


INTERNAL AUDITING AND PUBLIC ACCOUNTING 


In considering 
g 


the direction of development of internal auditing, it is 
necessary to understand the relationship of internal auditing and publi 
accounting, Those who are only generally familiar with the field often have 
difficulty in understanding the differing responsibilities—due in large part 
to the fact that public accountants and internal auditors use similar tecl 
niques * come of their work. 


The distinction arises in their responsibilities and the end products that 
they produce. The public accountant has responsibility for examination of 
records and controls to the degree that he considers necessary for him to 
certify to a company’s financial statements—and on his certification he stakes 
his reputation. In the course of his work, the public accountant examines 
and appraises the structure of internal control—and includes the internal 


auditing operations as one of the elements of control. 


The internal auditor also examines and appraises the internal control 


structure—excepting himself. His work is not geared to the production o 


statements ; a great many internal audit reports contain few or no financial 


statements. In addition to covering financial matters, the program of the 
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internal auditor will usually be concerned with some or all of the operating 
departments of his company-—since the basic internal controls exist in every 
department. The auditor’s report will cover comments on how the controls 
function, whether they are effective, economical and well administered. The 
internal auditor is concerned with whether the controls bring out the actual 
results of operations—so that management may have an adequate picture 
as a basis for effective decision and improvement in its operations and 
control, 


In the financial area, the work of internal auditor and public accountant 
is complementary—each helping toward more effective control over business 
operations. 


APPROACH TO OPERATING DEPARTMENTS 


With the expansion of internal audit scope, there is sure to be question 
as to the capability of the internal auditor to function effectively in operating 
departments. Usually such question will center around the degree of expert- 
ness of the internal auditor in the operating field. How can the auditor 
cover a production department, when he is not a production man? 


The answer is simple. The auditor’s assignment, as we have mentioned, 
is “measuring and evaluating the effectiveness of controls’-—and by controls 
are meant such management tools as procedures, records and reports and 
standards of performance. For example, a production department should 
have established certain procedures, records, reports and standards of per- 
formance for the handling of scrap. The auditor’s job is to determine how 
these are functioning, in relation to the claimed objectives and policies. 
Are these controls working? Are they effective? How are they coordinated 
with other company operations? 


In larger companies, the internal auditor is one of the very few employees 
who crosses individual and departmental lines—and thus gains a working 
knowledge of interdepartmental responsibilities and relationships. This pro- 
vides background for constructive examination and recommendation so that 
duplications, omissions and conflicts between operating units may be mini- 


mized. 


CONTINUED GROWTH 

The area of present service rendered by the internal auditor and the 
continued growth in the scope of the auditor’s operations are well illustrated 
in the companies represented in the membership of THe Institute. No 
rate of growth is uniform—either within a company or in comparison of 
one company with another. 
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In the survey that we mentioned, thirty-two companies reported no limit 
on the scope of the internal auditor’s work. In these companies, the internal 
auditor is free to go into any area of operation and to make constructive 
appraisal and recommendation. From these broad applications, the area 
covered in internal auditing programs narrows down to those whose internal 
auditing is largely of the original protective type—confined to accounting 
and financial departments. However, when we find that more than half of 
all companies now cover such operations as purchasing and sales in their 
internal audit programs, we can make a reasonable assumption that the 
trend is toward broader responsibilities for the internal auditor. 


Broad responsibilities require broad men to handle them, and it is the 
responsibility of the professional society to meet the requirements of its 
membership for material necessary to fulfill their growing responsibilities. 
Tue Institute has cooperated with educators in developing course out- 
lines, case material and study projects that form the basis for numerous 
courses in internal auditing given in colleges throughout the country. Ad- 
vanced practice in internal auditing by individual companies is described 
in publications, with more complete coverage in the formal research program 
and the research reports that are issued from time to time. 


Recognition by management is well illustrated by the extent to which 
the internal audit department is used—formally or informally—as a train- 
ing ground for promotion to responsible positions elsewhere in a company. 
Seventy-five percent of the companies in the survey answered “yes” to the 
question “Would you say that the internal auditing department is recognized 
and used as a training ground for managerial or supervisory positions ?” 


FUTURE PROSPECTS 
The past twenty-five years have seen notable gains in: 
a. Recognition of internal auditing as a distinct profession 
b. Definition of the general responsibilities of the internal auditor 
c. Growth in the scope of the internal auditor’s work into the operat- 
ing departments of his company 


What of the years ahead? As business develops, it will be the duty and 
the opportunity of the internal auditor to develop and grow accordingly. 
Working in the field of examination and appraisal of control, more and more 
internal auditors will extend their scope to cover all operations of their 


companies—to serve as the “eyes and ears of management.” 
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That we learn by experience is accepted. When the experiences of others 
are added to our own, we accelerate our learning. The Round Table pro- 
vides us with an opportunity to share auditing experiences to our mutual 
benefit. Case examples of savings or efficiencies that have been effected or 
that tell about some special auditing service to management are of interest 
to us all. 

Competition is keen for The Round Table annual award to the chapter 
submitting the most useful and original contribution. Make sure your 
chapter is in the running. 

The names of contributors will be published only with permission. Send 
contributions direct or through your chapter to: 

The Round Table 

The Institute of Internal Auditors 
120 Wali Street 

New York 5, N. Y. 


UN-SAFE COMBINATIONS 


Before submitting a quotation for crime insurance on ; 


large department 
store we had our crime specialist inspect the premises. His attention was 
caught by some numbers scratched in the paint on the safe. He asked the 
treasurer if the numbers meant what he thought they did—and scored. 
The treasurer agreed that it would be a good idea to change the combina 
tion. 


Fortunately we did not underwrite this risk. Three months later some- 
one opened the safe and made away with some $53,000. Investigation dis 
closed that the combination had been changed, as agreed, but within three 
days the new combination had also been scratched in the paint. 

Internal auditors, as part of their cash routine, should watch for similar 
situations and also enquire whether there is any written record of the com- 


bination and where it is kept. Some answers will surprise and possibly 


alarm you. 


Raymond [. Aliet 
Liberty Mutual Insurance Company 
New England Chapter 
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DEPARTMENTAL YS. DIVISIONAL AUDITS 


Our company is comprised of a number of geographical divisions, each with 

its separate but similar organization of functional departments. For som« 

time it had been the practice to assign to an internal auditor the complete 

audit of a division including all of its departments. This method of assign 

ing work created some undesirable situations, such as: 
1. A division audit was spread over a long period 
2. The reports covering the first departments audited were sometimes 
delayed. 

3. Once the work was complete an auditor might not be assigned to 
work in that particular division for two or three years 

+. Toward the end of the assignment there might be a tendency to hurry 
the work. 


We took a look at ourselves and decided that perhaps a solution to the 
roblem was the assignment of audit work on a departmental basis. An 
t i 


internal auditor has been assigned to an operating department with the 


lin 


objective of auditing that department in each divi warranted, before 


being reassigned to another department 


We have concluded that this is a better procedure In addition to cor 
recting most of the disadvantages, it has also given the auditor more tim 
to gain: 

1. Better knowledge of the subject matte! 

2. Greater opportunity for comparative analysis of methods 
3. Better understanding between the interna! auditor, departmental 


staff groups and local management. 


os Angeles Chapter 


TO BE ALERT IS TO BE USEFUL 
The importance of alert observation on the part of the internal auditor as a 
technique jor increasing efficiencies cannot be overstressed. Recently onc 
of our internal auditors was assigned to the audit of a large manufacturing 
division of our company. In walking from his car to the office he passed by 
the shipping area. Here finished items were placed prior to delivery. He 
noticed that large pieces of finished equipment, worth approximately $10,00% 


each, were stored in the same area he had observed on previous days. This 


equipment was apparently not being shipped. In addition, other pieces o 




















66 The Internal Auditor 


the same equipment were being stored in this area as they came off the 
production line. 


Wondering why such expensive pieces of equipment had not been de- 
livered, he talked to various officials of the company, read correspondence 
and sales contracts to try to find out the reason for the delay. Investigation 
revealed that the equipment was not being shipped because there was a 
shortage of parts necessary to complete the equipment. The parts were manu- 
factured by another division of the company. Further checking revealed that 
there was a lack of coordination between the two divisions in planning for 
manufacture of items going into the equipment. As a result, delivery sched- 
ules were not being met. 


The auditor submitted his findings on the subject. Corrective action was 
taken immediately. 
Herbert Witt 


San Francisco Area Chapter 


* ” * * * 


THE SCOPE OF THE AUDIT IN REPORTS 
Stated below are the three stages of the evolution of the inclusion of the 
scope of our audits in presenting our reports to our management. 

First Stage: 


The scope of the audit was included in some detail in the main body of 


the report. 
Second Stage: 

The scope of the audit was excluded entirely from the report except in 
those cases where, due to circumstances, ordinary audit procedures were not 
followed. 


The decision to exclude scope from the report was based on the follow- 
ing factors: 
1. Management is not versed in accepted practices of the profession and 
is not in a position to determine the adequacy or otherwise of the 
review under the varied circumstances encountered. The scope of 
the examination is the primary concern and responsibility of those 
supervising the audit. Its inclusion in most reports can serve no 
useful purpose. 
2. That the reason and necessity for defining scope in an audit con- 
ducted by a public accountant because of the legal liability did not 
exist when the audit was performed by an internal auditor. 
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Third Stage: 

As we keep our working papers for only a limited period of time, it 
was felt that we should have a record of the scope of work performed on 
each audit. It was therefore decided to include a complete program of the 
scope of w ork as a supplement to our audit reports. This supplement would 
only be included in the copies of the reports retained on file and the copy 
given to the outside public accountants. 


Chicago Chapter 


THE CASE OF THE IMPREGNATED BAGS 
The problem of short-weight shipments may entail more than meets the 
eye. Our company was definitely not receiving full weight from two of our 
suppliers. After investigation the internal auditor agreed that we had no 
claim, but, more important, he came up with a solution. 


The product involved was a pulverized ingredient which was shipped in 
hundred-pound burlap bags. The filled bags certainly weighed a hundred 
pounds plus the weight of the empty bag. However, it just wasn’t possible 
to dump all the ingredient, since it impregnated the fiber of the bags. An 
average of three-quarters of a pound per bag, based on the auditor’s test 


checks of representative carloads, was not recovered. 


The suppliers were sympathetic to the problem and willing to cooperate. 
Hitherto they had charged us for cleaned bags and we recovered two- 
thirds of the cost by selling them to used-bag buyers. 


The auditor’s recommendations were: 
a. Bale the empty bags and return them to suppliers for re-use. 
b. The supplier to include as part of the weight of the bags the addi- 
tional weight of the ingredient impregnating the fiber. 
c. Eliminate the charge for bags since our company was supplying 
them. 


It was found that the bags could be refilled three times before breaking 
down and losing resale value. Therefore, when the proposed procedure was 


adopted, it was applied to three out of every four shipments. 


An average of eighty-four carloads of six hundred bags each were 
received monthly. The resultant savings on this large quantity, through 
elimination of the ingredient shrinkage and the reduction in the cost of 
bags, is in excess of $40,000 a year. 
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How frequently do we accept a logical explanation and stop our investi- 
gation? How often do we succumb to “that’s the way we've always done 
it”: 

C. W. Scheele 
St. Louis Chapter 


A QUESTION OF EVIDENCE 
\n open safe greeted the officer in charge of a branch office one Monday 
morning. The cash was missing. He at once called in the Criminal Investi- 
gation Department, who, after investigation, concluded there was no evi- 
dence of theft. 

Head office then assigned the internal auditor to the problem. His first 
objective was to establish what should have been on hand. The only funds 
available to the branch office were money orders received from head office 
for the purpose of meeting expenses. They were supposed to cash these 
only as required and vouch the expenditures to head office. A register was 
maintained of all transactions. 

Working backwards the auditor determined that: 

a. there had been no disbursements on the prior Saturday ; 

b. the head accounts clerk had been on leave that Saturday ; 

c. there should have been on the opening of business Friday, £885 
in cash plus unused money orders ; 

d. a money order for £45 had been cashed on Friday 

Further investigation revealed that the only disbursement made Friday 
was £24 pay to an employee. The latter was immediately contacted. Under 
questioning he stated that when he called for his salary the head accounts 
clerk told him there was no cash in hand at the time, that the clerk took a 
money order from the safe and went to the post office to cash it, after which 
he received his pay. 

It became apparent that the head accounts clerk must have been im 
plicated. The evidence, developed by the auditor's investigation, was suffi- 
cient to convict the clerk. His supervising officer was asked to make good 
the loss since it was contrary to financial regulations for the accounts clerk 
to have access to the cash. 


Regulations are one thing-—their observance another, and one of the 


greatest concerns of the internal auditor 


S. Thommanupillai 
Ceylon Government 


london Chapter 
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MAD NICATIO! 
Perhaps the most tent fc vhich tivates human beings is th 
riay e most pote lorce which motivates human beings 1s the 
written word. As a means of communication, “putting it in writing” 


materially increases the effectiveness of any message. Verbal forms of com 
; ; : ee ad 11 ' 
munication often tail to produce desired results and lack the permanence 


of the written record. Instructions delivered orally are prone to be mis 


understood, and verbal reports are frequently misinterpreted. In both 
instances, important poimts may be missed through imattention by th 
listener 

The importance of written communication should be of particular sig 


nificance to the internal auditor. Presented factually in written form, a 


communication offers little opportunity to misconstrue, distort or negate 
its meaning. Consequently, since an internal audit activity deals in facts, 
it has been recognized that the most desirable media for transmitting audit 
findings to management is by means of the written report. The use of thi 
media howev« a is not without its hazards 


LOT reporting purpost Ss, 


Management does not have time to spend on poorly written, disorganized 





material. Basic writing fundamentals cannot be overlooked, or the advan- 
tages of written communication will not be realized. Getting ideas acros 


to management in clear, concise, readable reports is almost as important 


as the audit job itself, and is one that demands 1 


he continuing attention of 
every internal auditor. Being able to successfully communicate his findings 
in written reports to the proper level of authority assures the auditor of 
desired recognition—an important adjunct to his grow in stature as z 


member of the management team 
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THE PROFESSIONAL INTERNAL 
AUDITOR 
By RALPH L. P. WALLACE 


Lowe, Bingham & Thomsons 


One of the basic requirements of a good internal auditor is the dew lop 
ment of a management viewpoint. The following remarks, delivered in con 
nection with the founding of the Tokyo Chapter of Tue Institute or 
INTERNAL AvpITORS, emphasise the importance of this requirement to the 


internal auditor in attaining ~professional stature. 


A’ the Seventh International Congress of Accountants held in Amster 
dam in the autumn of 1957, it was noted at the very interesting ses 
sion on internal auditing that considerable differences of practice and ideas 
existed among the several countries represented at the Congress as to thi 
functions of the internal auditor. In some countries the main, if not the 


entire, emphasis is placed 


m the protective aspects of internal auditing, 
] 


ass 


whereas in other countries, notably the United States, increasing emp 
is placed on analytical surveys of company operations. 


To some extent these differences may be attributed to social and busi 


ness customs and laws in the various countries. Also, problems differ as 
between organizations using specialized personnel to perform the internal 
audit function. But these latter differences seem merely to point out the areas 
of technical skills in which, depending on circumstances, the internal auditor 
must acquire competence in order to effectively perform his function as a 
tool of management. It seems to me that the most important problem con 


fronting the internal auditor is the acquisition of the same broad outlook 


that is expected of management itself. I think this is true regardless of 
how specialized his work may be in practice. 


1 


I am not implying that the internal auditor should usurp the prerogatives 
of management. It seems to be generally recognized that the internal auditor 
should maintain an independent, objective attitude towards his work and 
should confine himself to determining and reporting the facts, including 
his own recommendations, where appropriate. Final decisions must be 
made by management. 


1 


Thus, the internal auditor must be able to place himself in the position 
of the management official to whom he is reporting. He must have the sam¢ 


broad outlook as that official. Otherwise, his reports and views will not 
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receive the respect and attention necessary to the effective performance of 


his function. 


The internal auditor has a great initial advantage in reviewing the 
activities of his organization. This advantage is his objectivity since he is 
not burdened with the actual operational responsibility. But unless his out 
look is that of management itself, this advantage is lost and instead of being 
professional in character, his work becomes merely mechanical. This is no 
less true when the internal auditor’s actual function in an organization is 
confined solely to protective aspects than it is when he is engaged in review- 


ing operations or policies of his organization. 


In many countries of the world accounting techniques have become a 
principal tool of management in controlling the activities of their organiza 
tions. Consequently, the internal auditor must have a high order of com- 
petence in these techniques, and of course it is imperative that he keep 
abreast of developments in this field. One of the objects of future activities 
of this chapter of Tue INstiruTe will undoubtedly be to stimulate and 
facilitate the study and interchange of ideas and experience in the field of 
internal auditing and related accounting matters. In turn, I am sure that 
members of this chapter of Tne Institute will encourage, within thei 
own organizations, the increasing use of suitable accounting controls by 


the managements of those organizations. 





Neverthe le Ss, I venture to sugg¢ st that all activities of the chapte r place 
great emphasis on the development of the broad management outlook whicl 
I think is required of a truly professional internal auditor 

RALPH L. P. WALLACE its a parties 
Prior to this he was chief of the program and statistics sect f the U. S. Civi 

iministrat ft Ryul Isiands, and before that ntrolles the ECA Mis nN 
to Korea. He is a CPA in Ne York and Japa 

Ur. Wallace i e American Institute Certified P {ccountants 

he {mericas ciation, The Nationa {ssociatt of Accountants 
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The Internal Auditor 


The growth of internal auditing in recent years has focused increased 
attention on the roles of the internal auditor and the public accountant in 
the business community. The following two articles are interesting because 
they represent, on the one hand, a viewpoint based on many years of ex- 
perience in the internal auditing profession, and on the other hand, an 
appraisal of this relationship by an accounting graduate about to embark 
on a business career. Surprisingly enough, the conclusions drawn by both 


authors are markedly similar. 


PROGRESS IN INTERNAL AUDITING 
AND COLLABORATION WITH THE 
OUTSIDE AUDITOR* 

By ARTHUR H. KENT 
Lockheed Aircraft Company 


N discussing internal auditing progress, I believe that having spent a 
great part of my business career as an internal auditor permits me to 
speak on the subject with some assurance. However, in so doing, I propose 


to review briefly only the broader aspects of our professional growt!l 


Similarly, my past experience enables me to assess, based on first-hand 
knowledge, the value of collaboration between the internal auditor and the 
public accountant. Here, too, | propose to consider, for purposes of this 
discussion, the broader aspects of collaboration rather than the details of 
its application. 

PROGRESS 

I have been very closely involved in internal auditing for many years, 
not only in actual practice, but in the affairs and in the development of 
Tue INSTITUTE, 

Over the years there have been broadly three periods, or eras, of internal 
auditing. The basic role of the internal auditor in each of these periods 
might be labeled somewhat as follows: 

In the first—a verifier and detective 
In the second—a shadow of the outside auditor 


In the third—a management aid 
Ss 


Now, I do not mean that as the profession has moved into different 


basic roles, it has forsaken former ones. Rather, these roles have been 


Delivered at Fourth Annual Pacific Coast Regional Conference 
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cumulative. Certainly, an internal auditor who conceives his profession as 
being keyed to the concept of “management aid” will not discard “verifica 
tion and detection of manipulation.” Certainly, there will always be a 


responsibility to perform some work that is similar in character to that 





performed by the public accountant. What | do mean is that the prime 


function of internal auditing has changed materially 


\gain, we make no claim that the entire profession was, or is, in the 
same period of development at the same time. This is particularly true as 
to the third period. Correspondence and conversations with other members 
of the profession indicate to me that in many companies internal auditing 
is still either in the second period, or sl wily finding its wuv into the third 


period of evolution. In a number of companies, however, it has moved on a 


considerable distance mto the third period ; ( tl e analy SIS al d appraisal 
of business operations and not merely the verification of accounting details 


That is the modern concept of internal auditi1 


Internal auditing, if it is to be a real force in industry, must move 


1 ] ‘ ‘ ] 199 + 
dennitely ou ) purely accounting ty] I 1diting 


ment” or “opera: onal” phase of auditing ; either that or surrender its clain 


to being a “distinct” profession. 


\Ithough I foresee no further basic era for the profession, I believe firmly 


that the third era should be one of continual widening in scope and useful 


s 


research and practice to expand its boundaries [his meat 


ness. Internal auditing cannot afford to be a status quo protession ; 1t must 


CVC! seek by 


continuing re-examination of audit programs and a constant effort 1 
exchange old viewpoints for modern concepts of internal auditing. It n 


take patience and a considerable degrec of sales effort, but progress in t! 


uternal auditing profession lies only in that direction 


Many talks and articles have dealt with the detailed aspects of collabora 
tion or cooperation between the internal and outside auditors. The questior 


f access to working papers, reports, etc., has been fully explored and 


further repetition would be unnecessary. 


The words collaboration, cooperation and coordination have a commot 
prefix—'‘co.”” It means “together.” So that all of these words simply mean 
doing things together—living in viewpoint and action on a two-way road 
We don’t work for each other, we work with each other—we are profes 


sional associates 
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California. Mr. Kent is a speaker and lecturer of note; he has lectured at several 


The Internal Auditor 


Internal auditors and outside auditors perform individually in their own 
specialized fields, but seek to aid each other in areas of responsibility and 
service which are sometimes parallel. In those areas, by discussion and 
mutual agreement, they will combine efforts to attain efficiency and economy 
of operation. When such attitudes of mind are evidenced, details pertaining 
to the handling of working papers, reports, schedules, joint participation, 
etc., will fall in line automatically. 


The subject of coordination between the internal auditor and the out- 
side auditor has broader meaning. The two professions, although having 
some differing fields of action and some differing objectives, do have cer- 
tain common aims and hopes; and in regard to these we can collaborate 
for a common purpose. These areas of collaboration might be described in 
the following manner : 


The ultimate responsibility of the outside auditor is the assurance 
and certification that the financial statements, issued by the com 


1 
} 


pany whose affairs are examined, indicate truly the financial condi 
tion and facts of the business. 

Internal auditors also have this desire, and they are constantly 
dealing with the basic data from which the financial statements art 
made. They can, therefore, reach deeper into the integrity and 
soundness of the figures than can the outside auditors in the time 
usually allotted. The work of the internal auditor in this area will 
bring to the outside auditor a greater degree of assurance in the 
fulfillment of their prime responsibility for certification 

The examination of source data of all kinds is not a question 
of the internal auditor working in a tributary capacity to the outside 
auditor. Rather, they are doing that which is one part of an over-all 
prograin of assistance to management. The value of such work to 
the outside auditor will be increased by. frank and intelligent under 
standings and arrangements between the two groups. 

With respect to the system of internal control—the question of 
whether there are sufficiently sound, efficient and automatic safe- 
guard mechanisms built into procedures which cover the movements 
of business paper and recording of related transactions. The pres 


H. KENT 1s born and educated in England. He is with Lockheed 


2 
poration and was formerly General Auditor, Standard Oil Company of 
f }. 


? 
1 


leading universitics in his home state of California and has written extensivel\ 


hlications of various professional societies. He was honored with the first 


hurston award for his article “The Profession of Internal Auditing.” Mr. Kent ts 


cr of Tue Institute or INTERNAL Avpitors and ts on tts [E-recutiz 
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ence or absence of these safeguards has a material effect on the 
confidence which both outside and internal auditors can place on the 
business records. Although the internal auditor is also concerned 
with internal controls that are not directly related to accounting 
transactions, there is certainly a large area of common interest to 


both professional groups. 


Most managements today, while recognizing the value of an effec 
tive auditing program, are quite concerned with the cost involved 
Both outside and internal auditors must face this fact, and govern 
themselves accordingly. Business men are realists. They will not, 
ior too long, spend In yond what hey believe will bring a CO! respond 
ing return, 

In those areas where both professions are working in similar 
audit areas, there is a grim necessity for open-minded, intelligent 
planning and agreement to eliminate overlapping of coverage to the 
greatest extent possible. It is long-range wisdom for both groups, 


und there should be a mutual cooperative effort to that end. It is 


quite possible to produce sensible economies, without destroying 
the essential independence of either profession 

Obviously, there are areas where some overlapping of auditing 
effort cannot be avoided. There are certain assurances which the 
outside auditor must have—irrespective of coverage obtained b 
the internal auditor. And there are certain areas where, in a phas« 

nanagement auditing, it may be necessary for the internal audi 
tor to touch, at least in part, on matters covered by the outsid 
auditor. Nevertheless, a sincere mutual attempt to limit duplicatior 


of effort should yield desirable results 


l‘or several years considerable discussion t times quit 
has taken place as to the realism of financial statements. Many busi 
ness men have felt that accounting presentations have not kept pace 


with the changing problems of busitiess. Some members of the a 


counting fraternity agree that changes should be made; others dis 
agree. One thing is certain, no completely satisfactory solution t 


the problem has yet been found. The search for it should be cor 


tinued aggressively, and the public accounting and internal auditi: 


professions should work side by side in seeking it 
Beyond the cooperative efforts of the two groups in auditing the 


affairs of specific companies, | advocate a continuing collaboration 


] } 


between the officers of the Society and Tue INstitTv1 This should 


be done to consider wavs and means. of discussing known, and dis 


new 





covering 
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The Internal Auditor 


Clear thinking members of both professions have a deep respect for 
each other's contribution to the business world. They realize that, whilk 
each has a unique and independent field in which to operate, they share 
in the common aims of assisting business to attain sound and profitable 
operations and publishing financial statements which shall be factual—both 


as to stated figures, and as to what they imply. 


Public accountants have recognized the possible benefits of collabora 
tion between the internal and outside auditor by endeavoring, over the 
years, to bring home to management the value of internal auditing in the 
affairs of a company. Because of wide business connections public account 
ants have been able to bring quite a number of internal auditors into Tui 
Institute, That is an illustration of real cooperation. Many public account 
ants are members of various chapters, and have worked and given time 


and thought to making THe INsTITUTE a success 


Why have they done this? Because they believe that if internal auditing 
were to achieve the recognition and support of management, it could make 
definite contributions to business efficiency through intelligent and factual 
appraisals of operations. Internal auditors have endeavored to further this 


objective by continually seeking to prove their usefulness to management 


n conclusion, we should be much more interested in discussing coopera 
I ] houl g 

tion and collaboration on the broad planes of accomplishing major aims, 
than in talking about the details of working papers, etc. If we have the 


larger purposes in mind, the detailed activities will fall in line. 


THE RELATIONSHIP BETWEEN THE 
CERTIFIED PUBLIC ACCOUNTANT AND 
THE INTERNAL AUDITOR* 


By HAROLD J HIRVELA 


Chrysler Corporatior 


as relationship between a company’s certified public accountant and 
its internal auditor is very important, and is one with which the com 
pany should be vitally concerned. Maintenance of a proper relationship can 
directly decrease the total cost of these two different types of auditing sery 
ices of a company, but this is not the main reason for their cooperation and 
coordination. 
his article was the winner of the second place award in the 1958 essay compctition 
conducted among senior accounting students at Wayne State University under thx 
ponsorship of the Detroit Chapter Tur | ( IN4 NAL AUpIToOr 
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lhe relationship should be one in which both parties understand and 
appreciate the few similarities and the vast differences of each other’s fun 
tions. The certified public accountant is permitted to rely on the working 
papers prepared by the internal audit staff which concern him as a certified 
public accountant, if he tests them to his own satisfaction. Moreover, hot! 
1/1 


groups should expect to receive cooperative assistance from the other 


Now, let us ¢ ider the points separately. What are the areas of simi 


larity and differeice between the certified public accountant and the internal 


In the area of responsibility, the siaularity is mainly a matter of scop 
The internal auditor is an employee of the company, responsible only t 
management. The certified public accountant is retained by the compan 
but is independent of it as far as his auditor’s opinion is concerned. Hi 


1 


professional responsibility extends not only to the management and to the 


stockholders (primarily), but also to the creditors, State and Federal 
regulatory agencies, and to the general publi 
In the actual work to be covered, some areas are practically the sam 


Both parties are interested in the adequacy and the proper functioning o 


the accounting system. They are both concerned with the effectiveness « 


tl e system of inte rnal chec k and conti i and the VY are also bot! concernes 


with auditing the records, from vastly different points of view. In tl 
respect, the internal auditor’s work is usually much more on profit and lo 


accounts, than on balance sheet accounts 


Che basic differences between an audit by a certified publi accountant 
and an internal auditor arise out of the different objectives of their worl 


The internal auditor is interested in all operations and functions of a com 


pany, whereas the certified public accountant is chiefly interested in it 
financial position. One of the internal auditor's objectives to help n 

wement see that the affairs of the company are being cared for in the pre 
scribed manner. Internal auditing covers the entire field of activities of 
business for the purpose of pointing out existing deficiencies and makit 


recommendations for corrective action 


The internal auditor, while interested in the accounts comprising tl 
financial statements, is not primarily concerned with verifying the state 
ments as a whole. This objective is the certified publi accountant’s mait 


concern, because he must state, in his auditor hinion, that the balance: 


sheet and related statements of income and retained income present fairl 


the financial position of the company and the results of operations 


Since there are some areas of similarity of objectives, overlapping of 
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audit work does occur. While it cannot be completely eliminated, it should 
be reduced to a minimum. This elimination can be accomplished by a close 
working relationship between the internal auditor and the public account- 
ant. The two should meet periodically throughout the year to coordinate 
their respective audits. Also, a joint audit of certain areas of the work 
should be undertaken. 


Any joint audit would have to be prearranged and should be mutually 


agreeable. The type of work which lends itself best to this coordinated 


effort would be in circularizing accounts receivable, supervising the inven- 
tory taking, making the cash and security counts, and also in surveying the 
system of internal check and control. Where a company has several branch 
locations, an appraisal of the inventory taking can be worked out so that the 
certified public accountant will observe this activity at certain branches on 
a rotating basis, and can rely on the internal audit staff appraisals at those 


branches which the public accountant’s staff do not cover. 


While the certified public accountant cannot substitute the internal 
auditor’s work for his own because he cannot reduce his independent 
responsibilities, he can reduce, somewhat, his own testing and sampling to 
the extent that he can rely on the internal auditor’s work. This reliance 
comes only after the certified public accountant has tested and examined 
the quality and quantity of the internal auditor’s audit papers, etc. Every 
company’s internal audit staff should be vitally interested in seeing that 
their counterparts in public accounting are able to rely on them for two 
reasons. First, such reliance would indicate that the purposes and objec 
tives of the internal auditor are being realized effectively; and second, a 
coordinated program based on such reliance could reduce the cost of the 


certified public accountant’s audit. 


On the company’s part, interest should be manifested in seeing that the 
following factors are present in regard to its internal audit staff: 
1. The staff must be adequate in number, competent, and required to 
maintain a high standard of work. 
2. The internal audit staff should not be assigned clerical or line func- 
tions, so that time can be devoted solely to audit work 
3. The staff should have the ability to undertake special assignments 


for top executives. 


HAROLD J. HIRVELA is currently employed as a financial analyst at the Marine 
and Industrial Engine Division of Chrysler Corporation at Detroit. He graduated from 
Wayne State University with a B.S. in accounting in January 1958. He began his 
yraduate studies at the University of Michigan this Fall 
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4. The staff should report to a very high authority, so that there will 
be no interference from any line authority. 


oA 


The staff should have the full support of top management so that 
criticisms and suggestions will receive proper consideration. 

6. Most important, there must be action taken for or against the recom- 
mendations made by the internal audit staff. Without this follow-up, 
much of the usefulness of the audit work is apt to be lost. 

If we can assume that the foregoing factors are present, the certified 
public accountant will become cognizant of them through his audit and 
through working with the internal audit staff. 

The internal audit staff also has the responsibility of keeping the cer- 
tified public accountant informed, in a positive way, of the work which is 
being done. They should submit, without being requested to do so, written 
audit programs, working papers, reports, etc. Obviously, no matter how 
extensive the internal auditor’s work is, the certified public accountant 
cannot rely on it unless it is presented so that it can be test checked, etc., 


by him for quality and scope. 


Now, what else can the internal audit staff do in the area of coopera- 
tion ? Generally, they should try to create a friendly and helpful atmosphere, 
which will encourage the certified public accountant and his staff to feel 
free to call on the internal auditors for assistance, advice, information, and 
the like. This cooperation on the part of the internal audit staff may even 
include preparing specific schedules and analyses which the certified public 
accountant has requested either concurrently or in advance of his audit and 
which he will keep as a part of his audit working papers. The internal audit 
staff should show a willingness to help the certified public accountant in 
this tedious work, in the interest of obtaining a more efficient and economical 


audit. 


Cooperation is not, of course, a one-way street. The certified publi 
accountant has a responsibility here, too. He should initiate arrangements 
for mutual discussions of his findings and recommendations. He should also 
offer assistance and advice when he finds “soft spots” in the system of 
internal check and control. He should arrange the scheduling of his appear 
ances well in advance, and notify the internal auditor of this schedule. To 
the extent possible the public accountant should avoid situations where both 
he and the internal auditor are in the same place, at the same time, auditing 
the same thing—recognizing, of course, that the certified public accountant 


often wishes to make surprise audits, from time to time, in well chosen areas 


The essence then, of the relationship between the certified public account- 
ant and the internal auditor is the feeling of the need for mutual, and friendly 
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cooperation. It is born out of the respect and understanding each has for 
each other’s work; and of their respective desires to maintain separate 
independent functions. 


SUMMARY 

To achieve the relationship outlined above, there is required competence 
of work, mutual understanding, and the backing of top management. It is 
a relationship which constantly requires a lot of hard work. When attained, 
this relationship will result in securing maximum tangible and intangible 
benefits to both management and stockholders from all of the audit work 
being performed in the areas of mutual interest to both the certified public 
accountant and the internal auditor. 


AUDITING CASE STUDIES 


The following case studies are taken from a series prepared by the 
Internal Auditing Committee of the American Gas Association and Edison 
Electrical Institute. 


7 hese case studics, dealing % ith the routine processing of petty cash 
transactions and the verification of imprest funds, illustrate the management 
type auditing approach in that work simplification was accomplished as a 


result of the auditor’s recommendations without weakening control. 


Although the cases have Specific applic ation to utilities compant ¢, 
the recommended handling could be applicable to almost any type of busi- 


ness where similar circumstances exist 


SUBJECT: Y°%educing Paper Work on Petty Cash Disbursements 

In conducting periodic audit examinations of expenses reimbursed 
through petty cash, the following conditions were noted: 

1. Paper work volume incident to reimbursing employees for out-of 

pocket expense was becoming increasingly burdensome. 

2. Many vouchers for minor amounts ($1 and less) were being proc 

essed. 

Because the operations of various Company departments differed 
markedly, a common solution could not be found. However, four general 
methods for reducing paper work volume in handling petty cash disburse- 
ments were developed as follows: 


1. Use of a summary or group voucher in lieu of individual vouchers 
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2. Use of imprest funds at operating locations. 
3. Biweekly rather than weekly reimbursement 


4. Simplification of accounting for small amounts. 


implement the desired changes the following steps were taken 


1. The prescribed memorandum of procedure for processing petty cas! 
disbursements was revised to permit application of the above alter 


natives as best fitted to individual departmental requirements. 


2. A standard group voucher form was designed. 

3. A company policy dictating weekly reporting of petty expense 
amounts was revised to permit weekly, biweekly, or monthly report 
ing. 

+. Possible use of appropriate departmental expense or clearing a 


counts in lieu of specific accounts or job orders for minor pett 
] 
‘ 


expense amounts was explored by the General Accounting Dey 


ment. 


\ll the above steps were directed toward simplification of a Compa 


wide routine with related economy in paper work preparation and pro 
essing 
SUBJECT: Cash Count 

The routine for counting the cashier's funds outlined as follow 


planned so that a minimum amount of time is required by the intert 
aucdite a. ‘] ] Cc T lowing audit procedure s are applied 
\n auditor is present before the head cashier arrives to open thi 


7 | - 
vault. The date selected for the cash count is not announce: 


2. The head cashier is allowed to prepare the cash collections of 
previous day for deposit in the bank. These collections represent 
those made since the cut-off hour of the previous day. The work ars 
where deposits are prepared is separated from other cashiering worl 
areas so that the auditor may observe that other funds are not inte 
mingled. 

3. The auditor proceeds with the cash count of the inprest chang 


fund of each cashier. 


+. Upon completion of the preparation of the bank deposit by the head 


cashier, the amount of the deposit as shown on the deposit slip is 
recorded by the auditor on his work sheet. The funds and the ban 
deposit slip are then placed nto a money bag and sealed by the 


head cashier. The money bag is under the rol of the auditor 
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until it is picked up by the armored car service for delivery to the 
bank. 


The amount of the deposit is checked to: 


uw 


a. The receipted deposit slip returned by the bank 
b. The cashier’s daily summary of cash 
c. The accounts receivable proof of cash postings 
The auditor’s time formerly used in counting funds is substantially re- 


duced, the operations of the cashiers are not interrupted, and satisfactory 
results are obtained. 



























READINGS OF INTEREST 
TO INTERNAL AUDITORS 


Subject: THE ACCOUNTING FUNCTION IN ECONOMIC PROGRESS 
By: Herman W. Bevis, Price Waterhouse & Co. 
Published in The Journal of Accountancy, August 1958 


rhis article is the first in a series to be presented by the Americas 
Institute of Certified Public Accountants’ committee on long-rangé 
objectives as a result of their study of the place occupied by account 
ing today and the role expected of accountants in our increasingly 
complex society 


As defined in this article, “the accounting functior deals witl 
the measurement and communication of economic data.” Becaus« 
accounting 1s necessary in both free enterprise and state ownership, 
in large business and small, its relative importance: in all phases of 
the economy is discussed in detail, together with the roles of account 
ant, bookkeeper and auditor. Particular attention is paid to pubiic vs 
private practice and the function of the CPA. In summary, “accounting 


is not merely a contributor, it is an inherent part of a successful indus 


trialized economy. ... CPAs and their professional organization, TH 
Institute, . . . should foster a working partnership of all the a 
counting groups—through their formal organizatior for purposes of 


self-improvement as well as of educating others 


Subject: COMMUNICATION IN MANAGEMENT 
By: Charles E. Redfield, University of Pittsburgh 
rhe growth in size and diversity of business and government has made 


communication within an organization increasingly difficult. At th 


ame tine effective communication has assumed ever gt t 


Commu if107 n Management was first blished 53 t crve 
as a guide to the executive in meeting his daily communication pr 

lems. The various types of mmunicatior ere discussed in detail 
and supplemental reading lists suggested. This new editi includes 


all of the material from the previous work brought up to date plus 


new chapte rs on employee public ations and communicati nicl « tr 
and a section on communication in scientific d industria\ researc] 
rhe importance of effective communications to business succes 
more and more evident. The problems of su communication must 
be met through study and application of existing n ds and researc] 


into ever more effective method 
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BUSINESS BUDGETING 
Controllership Foundation, Inc. 


interviews with 35 companies and 389 r« 


Chis survey of business budgeting practices is built around personal 


1 
l 
The various facets of budget 
form the subjects ot chapte rs o1 


Approving Profit Objectives, Li 


lies te 


a 44-question survey 
form on planning and control policies 
planning and execution 


such topics as 


Establishing and ng-Range Planning 





and Forecasting, Developing Budget Allowances and Standards of 
Performance, Control-Corrective Action, and Coordination 
General analysis and discussion of each phase of budget control is 


followed by tables (93 in number) which summarize the practices of 


the 424 companies covered in the 


survey Che text and the related 

tables should be of interest and help to any company that wishes t 
analyze its own budgeting practices in relati to those ala 
and diversified group 

( troller | lat 

Z Park Aver 

‘ Yor N. } 
Price $12.50 367 pag 


OPERATIONS RESEARCH—FRIEND OR FOE OF SYSTEMS? 
Bruce Carlson, Sprague Electric Company 
Published in Systems and Procedu 








August 1958 
Operations resear systen re t] st tivit erned 
ith line functi ul ganiza ive a tant 
contribution to make to t smooth crat r izati 
Unfortunately, members of groups seem t if ear 
other Many OR men disre ird ten d any sten n fer 
OR men are interlopers 
In this article the author discuss« at s rest Set 
to accomplis the means it ses. Finding p sibl luti st 
problen import but plementing the be thes« equa 
inportance a is the realn ft tl syste Seve iwgesti s 
re mace for bettering understanding betwe t! groups, t 
heightening their cooperation. Together t ‘ ake tl 
contribution to progressive management 


Subject: 
By: 


( 


ELECTRONIC DATA PROCESSING’S SECOND DECADE 
W. K. Drake, Control Data Corporation 





Published in Systems and Procedures, August 1958 
rhe first decade of EDP was fille itl cat expectati and n 
ittlebutt. In n \ ses disillusion { ‘ ( t fi 
1c electronic machines but to insuffici« now ge of eld 
xpert systems and cedures desigi ] ledge 
he machines’ btletics were needed 1 oltel t ided. Mar 
ompamnies, eve! ettled d to quietly learning the ft t 
machines and metin d resul irpa g their ¢g 


rie 





Readings of Interest 


The author discusses the confusion and misinformation that were 
rife in the early days of EDP and advances that have been mace 
For the second decade he foresees smaller, more compact and efficient, 
cheaper machines and increasing application of electronics to business 
The challenge of EDP must be faced by systems and procedures men 
“He who waits for EDP problems to be solved for him is at the 
same time solving the problem of his own future: no problem, no job.” 


Subject: DON’T TAKE TRAFFIC COSTS FOR GRANTED 
By: Serge P. Neprash, Armstrong Rubber Company 
Published in N.A.A. Bulletin, August 1958, Section 1 


Too often, when faced with a complicated reconciliation in freight 
payment, the person concerned looks to see what was done before or 
automatically passes the invoice for payment. The accounts payabl 
department is not, or should not be, the final authority on payment 


of freight bills. Rating of freight is complicated and requires specia 


knowledge. One department does have this knowledge and should be 
ised for checking of freight rates, charges and allowances—the traff 

department 

In this article the author discusses various means of saving on traft 
costs: audit of freight bills before payment, re-audit of old bil 

consolidation programs and shippers’ ass re discusst 





nternal factors. Also disct 





eight and various types of carriers. Gri vil in transportati 
costs can be made through thorough knowledge f the subje 
“There’s a gold mine in transit and only the proper mining will pr 


ce the yield!” 


Subject: HOW TO MANAGE IMPROVEMENT 
By: Leo B. Moore, Massachusetts Institute of Technology 


Put ! shed in Horvard Busing ec Review, July Avaust 1958 


Improvement receives great support from management and has be 
yme one of the most important processes. Yet there is little ot 
“management of improvement.” Plans can be made, but implementing 
them through use of old procedures is often difficult. The constant ad 
vances being made in all fields call for attention from management 

New ideas and inventions must be considered in relation to their p 
sible use in the business. In too many cases, advantage is taker 
new knowledge, but in a haphazard fashion that simply lays new « 
old. Definite improvement programs, geared to the rapid changes 
1 


taking place, must be made 


In this article, the author discusses various meaus for n 





provement, including knowledge of the human qualities the 
philosophy of leadership, procedures and programs for nent 
“Through improvement management, execcuti may find the 





way to live successfully with uncertainty.” 
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ON ACCURACY IN ACCOUNTS 
Kenneth S. Most 
Published in The Accountant, August 9, 1958 


Two schools of thought are evident on the question of accuracy in 
accounting work. The “traditional” school feels that exactness is the 
accountant’s primary duty. The “conventional” school feels that “ac 
counting provides a method of measuring income in accordance with 
‘onventions whose validity depends upon their widespread acceptance 
and usefuliicss.” 


The author discusses the question of accuracy in relation to stores 
accounts and depreciation, as specific examples. The differing atti 
tudes of financial and cost accounting on depreciation are presented, 
with the conclusion that cost accounting provides the possibility of 
accurate ascertainment of depreciation. “The idea of exactness as 100 
percent accuracy is no longer acceptable to us as something objective 
but can only be understood in the form of relative accuracy.” 


OPERATIONS RESEARCH IN ACTION 
Herbert J. H. Roy, General Petroleum Corporation 


Published in Harvard Business Review, September-October, 1958 


erations research is increasingly accepted by management as a 
O t r I increasingly pted by 1 t 
means for solving the many complex problems now arising. However, 
many executives do not fully understand the OR approach and 
through inexperience misuse it. Not all problems are susceptible of 
solution throug 2; those that are require careful planning in all 

lut tl h OR; th that requir 1 planning i 
steps for OR to be effective 


The author of this article presents a checklist of steps that his com 
pany has found useful from its experience with OR approaches. How 
to interest operating personnel, use of OR specialists and presentation 
to management are discussed along with a detailed description of a 
company task force and rules to be followed in applying OR to a 
problem. 


Operations research can be of tremendous benefit to the company 
employing its techniques if the conditions necessary for its success 


are met. 


SETTING A STANDARD FOR YOUR COMPANY’S RETURN ON IN- 


VESTMENT 
Harvey O. Edson, Haskins and Sells 
Published in The Controller, September 1958 


No true yardstick has yet been set up to measure the efficient use of 
capital. The individual company must set its own standards for evalu 
ating the relationship between profit and amount of capital employed 
Comparative data for an industry can be obtained from several sources 
and are usually good. They are not a true yardstick, as they cover all 
types of producers and all sections of the country, but they do provide 
directional assistance and a minimum level of performance 





Readings of Interest 


General bench marks for establishing return factors, including what 
constitutes a fair return, problems of diversified companies, and some 
general considerations, are discussed in detail in this article and 
illustrated by charts showing industry ROI, some selected companies, 
and setting an ROI objective 


Subje-t: INTEGRATED AUDITING 
By: S. W. Peloubet and Herbert Heaton; Pogson, Peloubet & Co. 


This book departs from the pattern of many books on auditing by 
focusing attention on the “why” of the work of the auditor. In each 
of its chapters, principal attention is given to considering the work 
of the auditor in relation to the entire business picture, with recogni 
tion of the part of the internal auditor in the pattern of control 
The fresh approach is demonstrated in the division of the chapters 
of the book along functional lines, as contrasted with the usual bal 
ance sheet arrangement. Typical chapter headings are: Audit Rx 
ports; Controls; Basic Audit Patterns; Inquiry, Confirmation a1 
Observation; Forming Audit Opinions 

The philosophy and practice described in the text are well illustrated 
by case material. Appendices give an illustration of a long-form audit 
report and a complete outline of a staff training program with assig1 


ments based on the text and related practice materia 


x ald Press ( i 
15 East 26t >treet 

New York 10, N. % 
Price $7.00 280 ge 


Subject: ACCOUNTING AND NEW MANAGEMENT ATTITUDES 
By: Robert M. Trueblood, Touche, Niven, Bailey and Smart 
Published in The Journal of Ac ntancy, October 1958 


From being primarily concerned with the post mortem recording 
of business transactions, accounting has expanded its scope and its 
techniques so that it plays an importa I 
process. Even today, the author believes, accounting is possibly “to 








preoccupied with the stewardship phases of its responsibility.” 

This article points out the need for continuing research and evoluti 
of philosophy and techniques so that accounting may play the rok 
that it should in management contr« 


This requires greater familiar 
ization with management attitudes and techniques and with sucl 


developments as operations resear< 
electronic data processing. To accomplish this will requir« funda 
mental research if the accounting profession is to keep up or prefer 


ably “stay ahead of business practice and requirement 


WORTH NOTING 


ACCOUNTING PRACTICES IN THE PETROLEUM INDUSTR 
by Robert H. Irving, Jr. and Verden R. Draper, Price Waterhouse & ( 
Ronald Press. Price $6.00. 247 pages 
Sounp Business PURPOSE 
by Robert S. Holzman, New York Universit 
Ronald Press. Price $10.00. 208 pages 








EMPLOYMENT SECTION 


This employment section is offered as a service to members and 


others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 


reference to the Box “E” number. Space rate upon request. 








EMPLOYMENT WANTED 


Senior internal auditor with supervisory and manage- 
ment experience in both governmental and commercial 
organizations. I am interested in new and better ways 
of doing things, have a sincere interest in people, and 
the ability to gain confidence and respect of officials 


and employees of the audited organization. Box E-185. 





























Collections of Conference Papers 
OPERATIONS AUDITING 








Seventeenth Annual Conference—5 papers Price $1.50 
EARNING OUR OPPORTUNITIES 

Sixteenth Annual Conference—6 papers Price $1.50 
PROMOTING PROFESSIONAL PROGRESS 

Fifteenth Annual Conference—8 papers Price $1.50 
INTERNAL AUDITING FOR PROFIT 

Fourteenth Annual Conference—7 papers Price $1.50 
PROGRESS THROUGH SHARING 

Thirteenth Annual Conference—8 papers Price $1.50 

Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $3.00 


A circular describing Institute publications will be sent upon request. Orders should 
be sent to: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





Other Publications On Internal Auditing 
(Write to publisher for further information) 


INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERT! and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INDUSTRIAL INTERNAL AUVITING—by W. A. WALKER and W. R. DAVIES 


McGraw-Hill Company—330 W. 42nd Street, New York 18, N. Y. 


BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
Internal Textbook Company, Scranton, Pa. 


INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 


by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


INTERNAL AUDITING—by VICTOR Z. BRINK and JAMES A. CASHIN 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 


INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
Essential Books Inc.—1600 Pollitt Drive, Fair Lawn, N. J. 
































Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS 


INTERNA: AUDITING, PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE 
Brock and Wallston-39 Atlantic Street, Stamford, Conn. 


CASE PROBLEMS |i INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author 





Research Reports 
INTERNAL AUDITING IN 1957 Price $1.00 


INTERNAL AUDIT AND CONTROL OF A TRAFFIC DEPARTMENT Price $1.00 
HOW THE SMALLER BUSINESS UTILIZES INTERNAL AUDITING FUNCTIONS Price $1.00 


INTERNAL AUDIT AND CONTROL OF PAYROLL AND ACCOUNTS PAYABLE Prico $1.00 
INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSING MACHINES Price $ 50 
INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT Price $1.00 


ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT Price $1.00 





Other Published Material 


INSTRUCTOR’S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING 


STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR 


THE FIELD OF INTERNAL AUDITING 
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